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ELECTRICITY AND GAS PRICES 
Memorandum submitted by H.M. Treasury 

Macro-Economic Implications 

(<a) What will be the effect on the Retail Price Index of the increase in domestic gas 
prices just announced, and what would be the effects on the RPI of possible increases 
in domestic electricity prices of one, two, three, four and five per cent respectively? 

(£>) What will be the combined effect on the PSBR of the increase in domestic gas prices 
just announced and the new financial target for the industry? 

(c) What would be the combined effects on the PSBR of the new financial target for 
the electricity industry and possible domestic prices increases of one, two, three, four and 
five per cent respectively, assuming that any price increase coincided with the beginning 
of the financial year 1984-85? 



(a) The increase in gas tariffs recently announced by BGC will increase the RPI 1 by 
0,10 per cent. The effects of various increases in electricity prices to domestic consumers 
are as follows: 



Price Increase 



1 

2 

3 

4 

5 



Increase in RPI 1 

% 

0.03 

0.06 

0.10 

0.13 

0.16 



(&) BGC’s financial target for the three years to 1982-83 was an average annual return 
before tax and interest of 3.5 per cent on net assets at current cost. The actual return 
was 4.2 per cent. The new target (for 1983-84 to 1986-87) of a four per cent return on 
net assets and the increase in gas tariffs are both consistent with the EFL for 1984-85 
of —£100 million announced in the Autumn Statement and the external financing figures 
underlying the public expenditure totals for the later years. The effect of the difference 
in the current financial year between the announced price increase and the assumptions 
underlying the figures in the last Public Expenditure White Paper will be contained within 
the existing EFL. Broadly speaking, the full year effect on the PSBR 1 of a one per cent 
increase in gas tariffs for domestic (and small industrial and commercial consumers) is 
around £40 million. 



1 The calculations of the RPI and PSBR effects of gas and electricity price increases and financial 
targets are mechanistic estimates of first round effects but take account of Corporation Tax conse- 
quences. The ulitmate impacts on the PSBR and inflation depend both on the additional direct 
effects (eg social security payments linked to fuel costs or the RPI) and on macro-economic policy 
responses. 

The cost of printing and publishing these Minutes of Evidence is estimated by Her Majesty ’s Stationery 
Office at £3,900. 
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(c) The ESI’s financial target for the three years to 1982-83 was 1.7 per cent return - 
on net assets (excluding CEGB capital work in progress). The achievement was 2.3 per 
cent. The new target (for 1983-84 to 1984-85) is an average 1.4 per cent return on all 
net assets (1.6 per cent on the same basis as the previous target). All other things being 
equal, a change of 0.1 percentage point in the ESI financial return in a single year would 
give a change in EFL of about £25— £35 million depending on how it is achieved. 

It is not possible to give a “combined effect” of the new financial target and domestic 
price increases as such. When the new target was fixed in February 1983 it was estimated 
to be consistent with an increase in all electricity prices in April 1984 of \\ per cent less 
than the general rate of inflation. Circumstances have since changed, and some of the in- 
dustry’s costs, especially coal, are likely to be different from those assumed when the target 
was set. The EFL for 1 984 — 85 of —£740 million is seen by the Government as consistent 
with an average increase in electricity prices next year of around two per cent (ie some 
three per cent less than an assumed general rate of inflation of around five per cent). Other 
things being equal, each 1 per cent variation in domestic (and other quarterly) tariffs in 
April 1984 would affect the EFL, and hence the PSBR 1 , by about £35 million in 1984—85. 
The full year effect would be higher at about £50 million because a tariff increase takes 
some months to affect consumers’ bills. 



ELECTRICITY AND GAS PRICES 

Memorandum submitted jointly by Department of Energy and H.M. Treasury 

The Financial Framework 

The industries are subject to the general financial framework that is applied to the nationa- 
lised industries and is designed to promote the efficient allocation and use of resources. 
The framework is a development of the basic statutory requirement that the industries 
should “pay their way” and be subject to Ministerial approval for their investment pro- 
grammes and borrowings. It is as described in Part III of the 1978 White Paper, Cmnd 
7131, and subsequently expanded by the Government’s statement of 4 August 1980, on 
nationalised industries’ financing arrangements. Its main elements are: 

medium-term financial targets (first introduced following the 1961 White Paper, Cmnd 
1337, which recognised that unduly low rates of return on capital from nationalised 
industries would damage the economy as a whole) ; 

an annual review of industries’ medium-term investment programmes and external 
financing requirements; 

external financing limits as a short-tenn financial discipline, both to control public 
sector borrowing and to reinforce cost disciplines by pressures to induce offsetting 
actions by the industries when faced with unforeseen increases in pay or prices inflation 
(introduced following the 1976 White Paper on cash limits, Cmnd 6440); 

performance targets for the control of the industries’ costs to supplement their financial 
targets (introduced following Cmnd 7131). 

The general framework is further described in a note supplied by HM Treasury to the 
Treasury & Civil Sen/ice Select Committee (reproduced in the 8th Report of TCSC “Financ- 
ing of the Nationalised Industries” HC 348—11, July 1981). The framework is, in a number 
of cases, supplemented by general objectives agreed with the chairmen. 



1 The calculations of the RPI and PSBR effects of gas and electricity price increases and financial 
targets are mechanistic estimates of first round effects but take account of Corporation Tax conse- 
quences. The ultimate impacts on the PSBR and inflation depend both on the addition direct effects 
(eg social security payments linked to fuel costs or the RPI) and on macro-economic policy responses. 
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2. The current application of this framework to the industries is: 



Electricity Supply Industry 



(England and Wales) 



BGC 

4% (b) 

— £43 million 

— £100 million 



Financial Target . . . 
EFL (1983-84) ... 
(1984-85) 



l.4%< a) 

— £418 million 

— £740 million 



Performance Target 



Reduce controllable unit 



costs by 44% (c * 



Reduce controllable unit 



costs by 12% td) 



Investment Approval^ 



1984- 85 ... 

1985- 86 ... 

1986- 87 ... 



£1,265 million 
£1,016 million 
£767 million 



£833 million 
£621 million 
£568 million 



Notes: 



(a) Average percentage return on average total net assets at current cost for the period 
1983-84—1984-85: 

(b) Average percentage return on average total net assets at current cost for the period 
1983-84—1986-87: 

(c) ie. a reduction in real unit costs in 1984-85 compared with 1982-83. Real controllable costs 
excludes rates, depreciation, interests, and the effect of inflation on input costs. 

( l d) Twelve per cent reduction in unit net trading costs per therm of gas sold in 1986-87 compared 
with 1982-83 in 1982-83 prices and at seasonal normal temperatures. 

( l e ) 1984-85 figures represent the approved levels for total capital expenditure; 1985-86 and 
1986-87 figures are provisional limits on commitments for those years and represent 85 per 
cent and 70 per cent respectively of the industries’ planning totals. 

3. Ail components of the framework follow consultations between the Department and 
Treasury and extensive discussions with the industries, involving an examination of their 
corporate strategies, medium-term plans and financing forecasts along with the detailed 
assumptions underlying them. So far as possible, each component is designed to be consistent 
with, and to reinforce, the other components to form a coherent framework reflecting 
Government macro-economic policy, the economic principles in the White Paper and the 
industries’ plans. Thus the financial targets have regard, inter alia, to the basic thrust of 
pricing policies and the need to secure a reasonable return on capital ; and the EFLs take 
into account the investment programme, performance aims and the financial targets, with 
regard to the possibilities for controlling costs, and the implications for public expenditure. 
Performance aims, EFL’s and financial targets are treated as objectives which the industries 
should aim to achieve and if appropriate consistent with the pricing principles discussed 
below, to improve on; where there are substantial changes in circumstances the objectives 
themselves may need to be changed, in agreement with the industries. Within this framework 
it is for the industries themselves in the light of consultations with the Government to 
determine prices, investment priorities, actions to save costs and the management of stocks 
and working capital. The Government regularly monitors the industries’ performance against 
the agreed targets. 

4. The gas levy is designed to recover for the nation as a whole a share in the economic 
rent on early North Sea gas discoveries, which are exempt from the North Sea tax regime. 
It therefore performs much the same function as Petroleum Revenue Tax on oil and later 
gas discoveries. The rate of the levy (in pence/therm of PRT-exempt gas purchased) is 
set by Parliament, and is not a part of the financial control framework described above. 
It is a cost which BGC have to face in the same way as other operating costs, and full 
account is taken of it when the financial target is agreed. 

Pricing Principles 

5. Long-Run Marginal Costs are an important factor in establishing the underlying basis 
of gas and electricity pricing policy, although in determining prices the industries need 
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to take account of a wide range of factors, including financial constraints and market condi- 
tions as well as costs. The weight accorded by the industries to individual factors will natur- 
ally vary in line with the particular circumstances at the time when pricing decisions need 
to be taken. The estimation of LRMC is inevitably complex and can never produce precise 
answers, given the elements of judgement involved, in particular the uncertainty over future 
costs. Consequently, although LRMC estimates are a crucial input into energy pricing policy, 
they cannot alone lead to a precise determination of prices. Rather they act as an approxi- 
mate indicator of the level, and structure of prices which might result from a competitive 
market, and, where existing prices are substantially different, the direction in which prices 
should be moving. 

6. The Department’s broad approach towards estimating LRMC’s was outlined in its 
evidence for the Select Committee’s enquiry into industrial energy pricing policy in 1980-81 
(Appendix 25). This approach remains valid in principle, although there have been further 
developments which are described below. 

7. In the case of electricity, the basis of pricing and its relationship to LRMC has been 
reviewed in recent years. Following MMC’s examination of the CEGB the industry carried 
out its own review of the Bulk Supply Tariff, which was published in 1981. This was, 
in turn, examined by the Department with the assistance of Coopers and Lybrand. These 
examinations led to broad agreement with the industry that, given the level of existing 
overcapacity and the consequent absence of need for new capacity to meet demand, prices 
should no longer reflect the cost of new capacity (“Net Effective Cost”) but, should primarily 
reflect the otherwise avoidable cost of keeping existing capacity onstream (“Net Avoidable 
Cost”). Consequently, the real price of electricity should be allowed to fall. 

8. As a result, in November 1982, the then Secretary of State for Energy announced 
that agreement had been reached with the industry that the average level of prices should 
not rise at all in 1983-84. 

9. The two year financial target agreed with the ESI and announced in April 1983 was 
established on the basis of revenue and expenditure projections which were consistent with 
the freeze in prices in 1983-84 and permitting a further real fall in prices in 1984-85 of 
1-J- per cent. The precise level of price increase which would be appropriate in 1984-85 
could not be predicted as it would depend on elements of the industry’s costs which are 
themselves uncertain in advance. 

10. In the course of considering public expenditure for next year, the Government has 
discussed with the industry, based on up-dated cost estimates, the extent of the real reduction 
in prices which would be appropriate. In the light of these and other factors, including 
the industry’s trading position, judgements of LRMC, the industry’s capital expenditure 
needs and the scope for efficiency savings, and pressures on public expenditure the Govern- 
ment concluded that an EFL of —£740 million should be set for the industry. It was consid- 
ered that this was likely to involve a small nominal increase in prices within the range 
consistent with the pricing principles discussed above. The Government took the view that 
achievement of this EFL could best be assured if the industry increased prices to domestic 
consumers by two per cent and allowed prices to industrial consumers to rise in response 
to fuel costs over the year through the automatic operation of the “fuel price adjustment 
clause” in industrial tariffs. This would, in effect, mean an average increase of approximately 
two per cent over the year. Compared to estimated general inflation of five per cent this 
represents a real reduction of three per cent overall. 

11. It is not currently possible to predict with any certainty the appropriate level of 
electricity price increases in subsequent years. This will be considered later this year in 
the context of setting the industry a new financial target for a period of years beginning 
in 1985-86. In general the government considers that electricity prices are likely to rise 
more slowly than those for gas. There are good prospects that the increase will be below 
the rate of inflation again in 1985-86. 
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12. In the case of gas, the calculation of LRMC is difficult, not least because it depends 
in part on the terms and timing of contracts for gas supplies yet to be negotiated, and 
on the working of escalation clauses of present and future contracts. There are also real 
uncertainties about the likely level of marginal onshore costs, particularly in the 1990s and 
beyond, when the industry’s total sales may be contracting, in contrast to the rapid expansion 
of the last decade. However, the cost of gas imported from the Norwegian sector of the 
North Sea, being a price established in international competition, has been taken in the 
past to be a convenient indication of the current replacement cost of gas. Following this 
approach, and including an element for marginal on-shore costs based on analysis by BGC 
of the relationship between changes in sales volume and total costs and of Regional costs 
in relation to Regional sales, Deloitte, Haskins and Sells set out, in their recent Efficiency 
Study of the British Gas Corporation, estimates showing that in 1982-83 gas prices were 
below marginal costs in all markets except the interruptible contract market. 



13. The detailed figures given by Deloittes were: 



Estimated Profit (Shortfall) in 
1982-83 using Marginal Costs, pf therm 

Excluding Return Including 5% Return 

on Capital on Capital 

Domestic 

Non-Domestic Market 

Tariff 

Firm Contract ... 

Interruptible 
Total non-domestic 
Total Regional Sales 

Source: Deloitte’s Report page 36. 



. ... (2.5) (4.6) 

. ... (0.5) (1.7) 

0.5 0.1 

. ... (0.7) (1.9) 

. ... (1.3) (3.5) 



14. A description of the assumptions underlying those estimates is set out in the Report, 
copies of which have been deposited in the Library of the House. In considering these estimates 
it should be borne in mind that there is a wide range of uncertainty associated with the 
figures and that different assumptions lead to significantly different estimates. BGC operate 
an integrated system while drawing on very varied sources of supply — different load factors, 
different beach terminals and seasonally different rates of flow. This means that it is imposs- 
ible to be precise about the true cost of supplies at the point of delivery to donsumers. 
Nor do the Deloitte’s figures take account of any changes in cost-efficiency of the type 
identified in their Report and included in the Performance Objective recently agreed with 
the Corporation. Changes in either onshore costs or gas costs — which are subject to major 
uncertainties because of their relationship with exchange rates and with oil prices — would 
affect estimates of future marginal costs. 

15. British Gas announced tariff price increases for 1984 on 21 December equivalent 
to an average 4.3 per cent rise for domestic consumers. Contract prices will remain frozen 
until 1 April. These decisions are consistent with the Corporation’s new Financial Target 
announced by the Secretary of State on 19 December, and with the Corporation’s EFL 
for 1984-85. No decisions have been taken on the level of prices for the later years of 
the target period. The Corporation have made it clear that in their view modest rises in 
real terms in the longer term are inevitable because of the rising trend in gas costs. 

Efficiency, Performance and Costs 

16. Details of the current performance aims for both the ESI and BGC have been given 
above. 



17. Containment of controllable costs as covered by the performance aims is an important 
element in containing prices, but it is only one element. The ESI’s performance aim, for 
instance, does not cover the price of coal for power stations and that for BGC does not 
cover the cost of gas bought by BGC. The discussions over electricity prices next year 
\ have taken account of the prospect of achievement of the ESI’s performance aim, as have 
j BGC’s decisions on prices for 1984. 
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1 8. The ESI’s performance aim was established after detailed discussions with the industry 
of what could realistically be achieved. The BGC performance objective takes account of 
the potential cost savings including those referred to in the Deloitte’s report on their effi- 
ciency and reflects the outcome of detailed discussion of the industry’s corporate plan. 

19. Overall, the Department’s objective is to agree with each of the industries on aims 
which seems likely to be demanding in requiring real improvements in efficiency and cost 
savings, which in turn could provide the scope for lower prices to the consumer than would 
otherwise have been the case. 



The comparative Position of Domestic and Industrial Consumers 

20. For gas prices, the table below indicates that the ratio of industrial to domestic prices 
reached a peak in 1980-81 and has since declined. 

21. As a result of the 4.3 per cent rise in domestic prices from 1 January 1984, of the 
full-year effect of the 10 per cent tariff increase in October 1982, and of the freeze in industrial 
prices until 1 April 1984, the ratio of industrial to domestic gas prices will have fallen 
further between 1982-83 and 1983-84; the fact that this effect does not show up in the 
estimated figures of average revenue per therm quoted below for 1983-84 is no doubt due 
to the changing mix of industrial sales. 



Average Industrial and Domestic Gas Prices (BGC Sales) 



Money-of-the-day 


1977-78 


1978-79 


1979-80 


1980-81 


1981-82 


1982-83 2 


1983-84 3 


Domestic P/Therm 1 


18.5 


18.5 


19.5 


24.2 


30.4 


37.9 


39.6 


Industrial P/Therm 1 


9.7 


11.9 


14.1 


18.8 


21.7 


23.3 


24.3 


Industrial/Domestic Ratio 
Notes: 


0.52 


0.64 


0.72 


0.78 


0.71 


0.61 


0.61 



1 Source: BGC Annual Reports and Accounts. 

2 Latest year for which data available. 

3 BGC estimate. 

22. For electricity prices, the difference between average industrial and domestic prices 
has also tended to increase. Major factors producing this difference have been substantial 
differences in load characteristics between the two sectors and industrial load management 
schemes. 

23. If electricity prices rise by two per cent in both the industrial and domestic sectors 
in 1984-85, as suggested in paragraph 6 of the section above on pricing principles, there 
will be no significant change in the ratio between 1983-84 and 1984-85. 



Average Revenue per Electricity Unit sold to Industrial and Domestic Consumers 



M oney-of-t lie-day 


1977-78 


1978-79 


1979-80 


1980-81 


1981-82 


1982-83 


1983-84 

estimate 


Domestic Sector p/kwh . . . 


2.635 


2.860 


3.227 


4.221 


4.774 


5.375 


5.38 


Industrial Sector p/kwh ... 


1.866 


2.028 


2.314 


2.878 


3.273 


3.504 


3.45 


Industrial/Domestic Ratio 


0.71 


0.71 


0.72 


0.68 


0.69 


0.65 


0.64 



Note: 

Source: Electricity Council Statement of Accounts except 1983-84 where recent Electricity Council 
estimates are used. 

24. The price of gas sold to larger industrial consumers (in respect of sales above the 
first 25,000 therms per annum) on the basis of individual contracts is frozen until 1 April 
1984. By that date, the freeze on these contract prices will have lasted for two years. This 
is a commercial decision by British Gas taken within the financial objectives agreed with 
Government. No final decisions have been taken by the Corporation about the level of 
contract prices thereafter, though contract customers have been warned to expect a resump- 
tion of modest price increases during the year. 
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25. The electricity supply industry operates several load management schemes through 
which larger industrial consumers can reduce the price they pay for electricity if they are 
willing to reduce consumption on request at certain times. Two of these schemes, “Category 
C” load management and “Contracted Consumer Load” (CCL), were introduced in 1981-82 
and 1982-83 respectively: the industry’s EFLs were relaxed by about £100 million to accom- 
modate the resulting reduction in revenue. The industry’s then existing three year financial 
target was also relaxed slightly on introduction of the CCL scheme. 

26. Only the CCL scheme has a fixed term: it is currently due to expire at the end 
of 1984-85. Arrangements for large users will need further consideration before then and 
the consequences for prices will depend on decisions made at that time. 

Comparative Energy Prices and Industrial Competitiveness 

27. There are very real difficulties in arriving at comparisons of international energy 
prices. Inevitably the comparative picture varies according to the type of consumer and 
the quantity of fuel consumed per annum, and there are regional differences within countries. 
Price increases in different countries take effect at different times of the year, so “snapshot” 
comparisons can be misleading. As noted in the Department’s memorandum to the Select 
Committee of 15 December 1980, exchange rate movements can also change the picture 
rapidly, sometimes with the effect of counter-acting increases or decreases in prices expressed 
in local currencies; this difficulty of course arises equally with comparisons of non-energy 
costs. 



28. These considerations must be borne in mind when considering comparative figures. 
Since the Department’s memorandum of December, 1980, work on comparisons of industrial 
energy prices has been carried out by the NEDC Energy Task Force and subsequently 
by the CBI, which produced a report on “EUROPEAN INDUSTRIAL ENERGY 
PRICES” in February 1983. We understand that the CBI is currently updating its survey 
of comparative industrial prices. 

29. The broad pricture from data currently available is that gas and electricity prices 
in this country are generally in line with those in Europe. French electricity prices, particu- 
larly to industrial consumers, continue to be lower than those in the UK or elsewhere, 
reflecting the lower generating costs of significant nuclear and hydro-electric sources. The 
EC are committed to cost-reflective pricing of energy, and the European Commission has 
initiated an investigation of pricing policies and practices in Member States. Where pricing 
policies appear to hinder competition, the Commission can take action, as in the case of 
preferential gas tariffs to Dutch horticulturists. The Commission has been critical of reduced 
electricity tariffs to the Italian steel industry, and is about to initiate proceedings over Dutch 
gas feedstock prices to ammonia producers. The tables below give the most recent European 
comparisons available. 



EUROPEAN GAS PRICES 



Belgium 
France ... 
Germany 

Italy 

Netherlands 

UK 



Domestic 1 


Industrial 2 


Approx 400 Therms/ Annum 


Firm Gas 


Interruptible Gas 


p/ therm 


p/therm 


pj therm 


62.0 


30.5-33.0 


27.2 


72.2 


27.4-30.1 


27.7 


66.6 


28.9-32.0 3 

38 4 


27.9 


53.6 


31.5-33.4 


30.0 


43.7 


27.4-28.7 


N/A 


44.0 


30.0-30.3 


25.5 



1 Source: Informal survey conducted among gas undertakings in certain European cities and relates 
to tariffs in force on 1 July 1983. Prices are inclusive of taxes and VAT. Prices quoted relate to 
Brussels, Paris, Frankfurt, Turin, Amsterdam and London. 

2 Source: British Gas Corporation. Prices effective from 1 October 1983. Load sizes 1-10 million 
therms/annum. 

3 Heavy Fuel Oil related. 

4 Gas Oil related. 
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EUROPEAN ELECTRICITY PRICES FOR TYPICAL CONSUMERS 



Domestic 1 
3,300 kWh/ 
Annum p/k Wh 



Industrial 2 
2\mW;40% 
Load Factor 
pi kWh 



Belgium 

France 

Germany 

Italy 

Netherlands 
United Kingdom 



6.60 

5.03-5.43 

5.48-6.51 

6.25-6.27 

5.13-6.49 

5.12-6.37 



4.12 

3.01 

4.03-4.85 

4.58 

4.36 

3.69 s 



1 At 1 August 1982, inclusive of taxes and VAT. 

2 At 30 June 1983, inclusive of all taxes except VAT. 

3 England and Wales only: A United Kingdom figure for 30 June 1983 is not available. 
Sources: Electricity Council. 



30. Comparative data are less readily avialable for the USA and the picture there is 
complicated by the large number of utilities involved in gas and electricity supply, the wide 
variation in prices between different areas and the presence of regulatory systems. The 
table above does not therefore quote US prices. Latest average prices published by the 
US Energy Information Administration are as follows (converted at the 3 January exchange 
rate of $1.4285 = £1): 



Electricity 


p/kWh 


Residential (Sept 1983) 


5.3 


Commercial (Sept 1983) 


5.0 


Industrial (Sept 1983) 


3.5 


Gas 


p/therm 


Domestic (July 1 983) 


45 


Sales of natural gas by major pipe- 
line companies (July 1983) 


29 



(This figures is indicative of the broad level of industrial prices; a specific figure for average 
industrial prices is not yet available for 1983. In 1982 the average industrial price was 
about 26 pence/therm). 

These figures are averages around which there are considerable variations; however they 
suggest that US gas and electricity prices are broadly in line with those in the UK. 



ELECTRICITY AND GAS PRICES 

Joint Memorandum submitted by the Electricity Council and the Central Electricity Generating 

Board 



Introduction 

1. This Memorandum is a joint reply to the questions asked in the letters of 21 and 
22 December 1983 from the Clerk to the Committee to the Electricity Council and the 
Central Electricity Generating Board. It is in a narrative form because it is considered 
to be the most helpful and comprehensive way of responding to the questions asked by 
the Select Committee. 

Current Position 

2. The Chancellor of the Exchequer announced on 17 November 1983 the Electricity 
Supply Industry’s EFL for 1 984—85, namely a repayment of £740 million. Although this 
was not an EFL agreed with the Electricity Council, the Council indicated that the Industry 
would do its best to achieve this figure, but asked to be allowed to decide for itself what 
action was necessary to meet this requirement. 
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3. Subsequently, the Council was requested by the Secretary of State for Energy to recon- 
sider its position on tariff adjustments for 1984-85 and consider the possibility of increasing 
domestic tariffs by two per cent from next April, whilst restricting increases in prices charged 
to industrial consumers to those which would result from the operation of fuel price adjust- 
ment. This would produce an increase of approximately two per cent to monthly billed 
consumers. 



4. The Secretary of State’s request will be considered at the meeting of the Electricity 
Council on 19 January. 

Legal Position 

5. The Council is consulted by the Generating Board and the Area Boards respectively 
on the setting of the BST and retail tariffs; statutorily, those Boards are responsible for 
fixing their own tariffs (see Section 37, Electricity Act 1947). The Secretary of State for 
Energy has no statutory function in relation to tariffs, except under Section 10 of the Energy 
Act 1983 in relation to the methods by which and the principles on which charges are 
made under that Act. 



Financial and Pricing Framework 

6. The financial and pricing framework within which the Electricity Supply Industry oper- 
ates is set out in the White Paper “The Nationalised Industries” (Cmnd 7131), published 
in 1978. This framework provides that the Government will set, after discussion with the 
Industry, a financial target, ideally covering a period of 3-5 years, which takes into account 
the need for prices to reflect the costs of supply and the market situation. It states that 
“Financial targets are central to the guidelines which the industries expect from Govern- 
ment . . .” (paragraph 69, Cmnd 7131). This target is supplemented by an external financing 
limit, agreed in advance for each year with the Industry, and by a performance aim designed 
to ensure that the financial targets are not achieved simply by price rises or changes in 
the level of service. The White Paper recognises that it is the responsibility of the Industry 
to achieve these financial targets, to reduce costs, improve their efficiency and to work 
out the details of its prices with regard to its markets and its overall objectives. 



7. These financial and performance requirements bear on the Industry’s management 
of the business in a number of ways and it may be helpful to clarify the relationships 
between them by reference to the main financial transactions which lead to the external 
financing limit. 



less: 

equals: 

less: 

plus: 

plus: 

less : 

plus or minus: ... 

equals: 



Sources and Applications of the Industry's Funds 



hem 

Income from electricity sales 

total expenditure on revenue account 

operating profit 

interest payments 

depreciation 

other provisions and miscellaneous 
capital receipts 
capital investment 

changes in working capital (mainly 
fuel stocks and unbilled revenue) 
external financing requirement or 
repayment 



Comment 

pricing principles relevant 
performance aim relevant 
financial target agreed by Government 

related to current value of assets 



approved by the Government 



EFL agreed by Government 



The financial targets are fixed for the 12 Area Boards and CEGB individually, whilst the 
annual EFL is fixed for the Industry as a whole. 



8. The above summary of the inter-relationship between the various aims emphasises 
the need for them to be mutually consistent. Ideally the external financing limit should 
be regarded as the resultant of other financial flows which are either approved or influenced 
by the Government. Experience shows, however, that the Government requires the Industry 
to improve upon the EFL which results from these financial flows. It is sometimes possible 
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to reconcile these requirements by reducing the need for working capital (the only financial 
item of any significance which is not affected by the financial aims) but where this is not 
possible there is a conflict of objectives which makes it more difficult to manage the Industry. 

9. A number of difficulties have emerged in agreeing the financial and performance aims 
with Government and in managing their achievement: 

(a) the Government fixes the EFL, to the nearest £1 million. However, the EFL is the 
net change on the Industry’s indebtedness between 31 March one year and 31 March 
the next year and it is fixed about five months in advance of the start of the year. 
It is also the resultant of annual cash movements of the order of £10 billion in and 
£10 billion out (ie about £60 million a day). Quite small variations from the original 
estimates can have a major effect on the outturn EFL. In the current year for example, 
the Industry is likely to repay the Government £590 million as against the EFL of 
£418 million repayment; 

(b) because the financial target is fixed for a period of years, any over- or under-achieve- 
ment in one year is expected to be corrected in later years (except in the last year 
of the target period). The EFL is fixed for one year at a time and while Treasury 
rules permit an underpayment to be carried forward, they do not allow for any over- 
achievement or underspend to be carried forward to the next year. This in itself is 
a source of conflict between financial targets and EFLs ; 

(c) the performance aim is to reduce costs and, within any financial target, the benefit 
of reduced costs is to reduce prices, which should leave the external financing require- 
ments unchanged. In practice, the Government has expected that any benefit of reduced 
costs should go towards increasing the repayments to Government. 



The Financial Target 1983-84 to 1984-85 

10. The Boards were each set a financial target of an average return of 1.8 per cent 
per annum on CCA-valued net assets for the 3 year period 1980-81 to 1982-83. These 
targets were later amended to take account of load management and other arrangements 
offered to large industrial consumers and announced in the Budgets of 1981 and 1982, 
with the result that the CEGB’s target became 1.7 per cent and the Area Boards’ targets 
became 1.35 to 1.80 per cent. Negotiations with the Government regarding financial targets 
for a subsequent period began in March 1982 — ie before the commencement of the final 
year of the then existing target. The Electricity Council had recently completed the Review 
of the Structure of the Bulk Supply Tariff requested by the then Secretary of State for 
Energy in July 1980. This Review had concluded that the existing marginal cost basis of 
the BST was broadly sound. 

11. On this basis and in the light of the available projections of electricity sales, the 
Electricity Council proposed that each of the Boards — the 12 Area Boards and the CEGB — 
should be given a financial target of an average two per cent CCA return for the two 
years 1983-84 and 1984^85 (less the effect of the continuing load management arrangements). 
A period of two years was originally suggested because it was difficult to project the length 
and depth of the economic recession and future rates of inflation. 

1 2. The Department of Energy had commissioned an independent investigation into the 
BST by the consultants, Coopers and Lybrand, whose report was submitted to the Depart- 
ment in the early summer of 1982. The Department informed the CEGB and the Electricity 
Council that Coopers and Lybrand had raised questions about the assessment of long run 
marginal costs (LRMC) in a period of surplus capacity, which could result in economic 
costs and prices and hence the financial target for the CEGB all being lower than the 
Council had proposed. 

13. There then followed detailed discussions between the Department, the CEGB and 
the Electricity Council about the economic basis for the next financial target. The issues 
are summarised in paragraphs 27-30 below. The then Secretary of State for Energy said 
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on 12 November 1982, in explaining the Industry’s EFL for 1983-84 of (-)£300 million, 
which had just been announced : — 

. The fundamental basis of the Government’s electricity pricing policy, that prices 
should be properly related to economic costs, remains unchanged. However, since the 
announcement in January 1980 of the Industry’s present financial target, which expires 
in March 1983, a number of developments have occurred. It is now clear that the 
level of demand for electricity is and will remain lower than was foreseen. Present 
and expected capacity in the industry is more than adequate to meet forecast demand 
over the next few years at least. The cost to the industry of meeting marginal increases 
in demand is thus likely to be lower than was expected. More efficient fuel use has 
also helped. 

In these circumstances, and in the light of my consideration of the Bulk Supply Tariff 
Review, I have agreed with the electricity supply industry that there should be no 
increase in the average level of electricity prices next year. This will be accommodated 
within the industry’s EFL of £300 million for 1983-84 which has already been 
announced. Details of the tariffs which will apply from next April will be announced 
by the industry in due course. I shall announce as soon as possible a new financial 
target and performance aim, agreed with the industry to follow the present target. 
This will take full account of the conclusions the industry and I have reached on econo- 
mic pricing.” 

14. Following further discussions on the economic basis for the financial target the In- 
dustry moved some way towards the approach implied by Coopers and Lybrand but asked 
that this should be confirmed in a financial target for a 3-year period, in order to provide 
some stability. The Secretary of State was not able to agree to this and, as in the time 
available it was not possible fully to resolve the differing views, the Secretary of State 
decided to set the Industry a target for the two years only (1983-84 and 1984-85). On 
18 March 1983, he announced in the House of Commons that the Industry’s target would 
be a return of 1,4 per cent, which was fully consistent with the standstill in overall prices 
for 1983—84 which he announced in November. This figure was an average of the targets 
set lor individual Electricity Boards. The CEGB target, 1.25 per cent, was set on a changed 
definition from previously but, when expressed on a comparable basis, reflected a reduction 
of 0.2 per cent 1 from the target ruling in the previous three years. The targets for the 
Area Boards were as the Council had proposed in March 1982. In the same statement, 
the Secretary of State announced that he had set the Industry’s performance aim to reduce 
its controllable unit costs in real terms by 4.25 per cent over the financial target period. 
After various changes, 2 the EFL for 1983-84 was finally set at (— )£418 million. 



Discussions with the Government regarding 1984-85 

15. The Annual Report for 1982-83 showed that all Boards but one had over-achieved 
their financial targets for the 3-year period ending 1982-83. This led to public criticism 
that electricity prices had been set at too high a level and the Electricity Consumers’ Council 
pressed for prices to be frozen at least until the end of December 1984. 



1 The previous target for the CEGB (1.7 per cent for the 3 years 1980-81 to 1982-83) had excluded 
the CEGB’s capital work-in-progress from the asset base on which the return was calculated, whereas 
the new target (1.25 per cent for 1983-84 and 1984-85) included work -in-progress. On the old defini- 
tion, the new target of 1.25 per cent was equivalent to 1.5 per cent, thus being an effective reduction 
of 0.2 per cent from the previous target. The new target for the Industry of 1 .4 per cent is equivalent 
to 1.6 per cent on the old definition. 

2 The changes were : 

£m 

Original EFL suggested by the Secretary of State in November (— )300 

Change resulting from revised agreement between CEGB and NCB on fuel deli- 
veries, etc (— ) 90 

Changes resulting from National Insurance rule changes (— ) 16 

Extra contribution from nationalised industries requested in 1983 Budget ... (— ) 12 



Final EFL (— )418 
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16. During the late summer of 1983, it became clear that the Industry’s costs were lower 
than were forecast when the new financial targets were set. This was partly due to improved 
internal efficiency and also to increases in fuel and other input costs being less than originally 
assumed because of lower inflation. Because of these lower costs, it was expected that the 
Industry as a whole would over-achieve the returns necessary for 1983-84, as seen by the 
Industry to be consistent with the 2-year financial target and also achieve an EFL of about 
(— )£590 million, as compared with the EFL of (— )£418 million set by the Government. 
(These estimates are, of course, subject to electricity demand and cost levels during the 
rest of the year). 

17. These improved estimated financial results for 1983-84 were the subject of discussions 
by the Council regarding financial and pricing prospects for 1984-85 and between the Coun- 
cil’s officers and the Department of Energy regarding the EFL that the Industry should 
be set for 1984-85. The Department was informed in September that, if the Industry’s 
preliminary assessment of the financial position was confirmed, the Industry would wish 
to hold the average level of electricity prices unchanged in 1984-85. 

18. The Council reviewed the position at its October meeting and concluded that while 
strict observance of the financial target would permit a small reduction in the average level 
of electricity tariffs in 1984-85, to do this would not give electricity consumers the correct 
message regarding the longer term movements on prices. It considered it would be more 
sensible with this objective in mind to leave the average level of prices in 1984-85 unchanged, 
for the second consecutive year, even although this would result in an over-achievement 
of the 2-year financial targets. 

19. The Council’s conclusions were communicated to the Department of Energy and 
the Department was informed that the Council thought it desirable to make an early an- 
nouncement that electricity prices would on average remain unchanged for 1984—85 in order 
to prevent public speculation and uncertainty. 



20. This consideration by Council of the pricing situation overlapped with the Govern- 
ment’s consideration of the EFL for 1 984—85. Following a series of discussions with the 
Department of Energy’s officials the final estimate put forward by Council officers, consistent 
with the view reached on paragraph 18 above, was that the Industry considered that it 
should be able to achieve an EFL of (— )£530 million. The Council had originally indicated 
to the Department that, on the assumption that the present level of financial targets would 
continue beyond 1984-85, tariff increases averaging 0 per cent in 1984-85, six per cent 
in 1985-86 and three per cent in 1986-87 would be likely. These price assumptions were 
subsequently revised and the Department informed that the EFL estimate of (— )£530 million 
could be achieved by an average 0 per cent increase in 1984-85 and three per cent in 1985-86. 
This was a considerable improvement on the estimate contained in the Council’s Medium 
Term Development Plan, issued in June 1983, of an EFL of ( — )£350 million for 1984-85. 



21. At the beginning of November the Council were formally told that the Government 
required an EFL repayment of £740 million in 1984-85 and suggested that to achieve this, 
prices should be increased by three per cent in 1984-85 and three per cent in 1985-86. 
The Council did not feel able to agree with this request. At the same time they expressed 
the hope that some recognition could be given in the fixing of the EFL for 1984-85 to 
the likely substantial over-achievement of the EFL fixed for 1983-84. 



22. The Chancellor announced as part of his Parliamentary Statement on 17 November 
that he had set an EFL for 1984-85 of (— )£740 million. The chairman of the Council 
wrote to the Secretary of State for Energy saying that this was higher than the Industry 
had anticipated or would have wished. Although it was not an agreed EFL, the Industry 
would nevertheless do its best to achieve it. The Council did, however, ask that the Industry 
should be allowed, as was customary, to decide for itself what action would be necessary 
to meet the Government’s financial requirements. 
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23. In making this request, the Council had in mind the following considerations: 

(a) There is always a substantial estimating tolerance surrounding a forecast of external 
financial requirements (see paragraph 9a above). In view of the amount of the likely 
over-achievement of the EFL in the current year and the Government’s more buoyant 
view of the economy, the Council considered that there was a reasonable prospect 
of achieving the EFL without a tariff increase ; 

(b) The management of the Industry has increasingly stressed the importance of improved 
cost control and increased productivity. Tariff increases which were not necessary 
to meet the financial target and possibly also the EFL would have a demotivating 
effect on staff ; 

(c) Area Board Chairmen were concerned that it would be difficult for their Boards to 
accept a price increase when, in some cases, even a freeze on tariffs would lead them 
to exceed the targets set last March. There would be a considerable, hostile reaction 
from the Electricity Consumers’ Council, Area Electricity Consultative Councils and 
customers, as the Government had not changed the financial targets. 

24. The Council did not put forward any specific proposals for cost saving through further 
increased efficiency to meet the gap between the estimate of the amount it was confident 
it could repay and the £740 million sought by the Government, and it did not suggest 
that the gap could be closed in this way. Its position was that, given the inevitable uncertain- 
ties surrounding EFL estimates, it would be sensible to see how the position developed 
during 1984 before deciding what tariff increase, if any, might be necessary to achieve the 
EFL which the Government had imposed. 

25. The Government’s response has been that Treasury rules governing public expenditure 
do not permit a surplus over the EFL achieved in one year to be carried forward towards 
the achievement of the EFL in the following year; that to avoid a general price increase 
from next April would run too great a risk of leading to undesirably large price increases 
later on either in 1984-85 or in 1985-86; and to ask Council to consider the possibility 
of increasing domestic tariffs by two per cent from next April, whilst restricting increases 
in prices charged to industrial consumers to those which result from the operation of the 
fuel price adjustment. 



Pricing Principles 

26. Long Run Marginal Costs (LRMC) remain the basis of pricing electricity. This 
approach was recommended for nationalised industries in the 1967 White Paper (Cmnd 
3437, Nationalised Industries: A Review of Economic and Financial Objectives) and sup- 
ported in the 1978 White Paper. The present Government has advocated economic pricing, 
which .as regards electricity was defined by the Secretary of State for Energy on 3 November 
1980, in answer to a parliamentary question, as “pricing according to long run marginal 
costs”. 

27. As explained earlier, the determination of the level of the Industry’s financial targets 
flows from a consideration of the revenue earned by pricing at economic (LRMC) levels. 
For practical purposes, the Industry defines LRMC as the increment in system costs incurred 
in meeting a small permanent load increment. LRMC thus “include provision for the replace- 
ment of fixed assets needed for the continued provision of services, together with a satisfac- 
tory rate of return on capital employed” (Cmnd 3437, para 21). The Industry believes that 
LRMC pricing provides each consumer with the best representation of the true cost of 
his or her supply and thereby both contributes to an efficient allocation of resources and 
avoids undue preference. 

28. The calculation of LRMC is relatively straightforward in a plant equilibrium situation, 
ie when capacity, including a necessary margin for plant breakdown, adverse weather etc, 
is just sufficient to meet demand. However, when there is some surplus capacity, as exists 
at present, problems are raised, and the different views which exist on LRMC in these 
circumstances result in a range of figures. The Coopers and Lybrand report raised questions 
on the time horizon over which capacity costs are assessed and the evaluation of marginal 
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overheads which should be included in capacity charges. If the approach implied by Coopers 
and Lybrand were accepted, it would lead to a lower view of LRMC and, on the basis 
of the cost estimates available in the latter part of 1982, would have meant a negative 
return on assets for the year 1983-84 — ie the Board would not have fully recovered its 
accounting costs. At the other extreme, a calculation of LRMC based on an optimal system, 
ie a plant equilibrium situation with the ideal mix of plant types for minimum cost would 
result in LRMC prices which are higher than those currently included in the BST. A note 
on the CEGB’s BST philosophy is attached as Appendix I. 

29. The Industry is continuing to give consideration to the basis of LRMC in a surplus 
capacity situation during 1984 with the intention of resolving the uncertainties prior to 
the setting of the next financial target from 1985-86 onwards. 

30. For the time being the Industry is reasonably satisfied that present prices are equivalent 
to a broadly mid-point view on LRMC under a surplus capacity situation. Within this 
broad equivalence, however, the over-estimation of fuel costs in particular over the last 
two years had led to quarterly tariffs being a little higher in relation to the cost assessments 
than are monthly tariffs which have fuel price adjustment clauses. 

Implications for Relations between the Government and the Nationalised Energy 
Industries 

31. The management of any organisation needs to have a clear understanding of the 
financial performance which is expected of it. This is recognised in the 1978 White Paper 
which said that “the Government has the responsibility to set out the broad financial and 
economic framework within which they want the (nationalised) industries to operate”. Finan- 
cial targets were said to be “central to the guidelines which the industries expect from 
Government, and they are essential for their short and medium term planning”. These 
were to be supplemented by performance aims and by cash limits (now known as External 
Financing Limits). The whole financial framework was aimed at working within corporate 
plans for the medium term. 

32. The Electricity Supply Industry welcomed the terms of the White Paper, which con- 
tained a coherent and consistent framework which would enable the Industry to manage 
within the guidelines agreed with the Government and which promised to put an end to 
a long period of years during which relations between the Government and nationalised 
industries had deteriorated because of uncertainties and conflicts regarding the performance 
expected of the industries. 

33. Within this framework, the Industry expects to discuss with the Government the 
economic pricing principles which it should follow. As this Memorandum makes clear, 
some judgment needs to be exercised in interpreting these principles in present circumstances. 
This was a major element of the discussions with the Secretary of State leading up to 
the announcement in March 1983, of the Industry’s present financial targets. The Industry 
firmly believes that once financial targets have been settled they should be permitted to 
run their course. 

34. The Industry considers that the EFL regime is a useful supplement to financial targets, 
emphasising the need for effective cash management. But the Government should recognise 
the inherent inter-relationships between financial targets, their approval of capital expendi- 
ture and EFLs and not introduce major conflicts between these which cannot be reconciled. 

35. Treasury rules regarding the operation of EFLs already provide a conflict with finan- 
cial targets in the significantly different provisions regarding the carrying forward of over- 
or under-achievements. To remove these conflicts the operation of EFLs needs to be consis- 
tent with financial targets which should override them. 

36. To achieve the EFL set for 1984-85 will require the Industry to over-achieve the 
present financial targets and this reverses the relationship between financial targets and 
EFLs set out in the White Paper. It also substitutes a one-year financial regime for the 
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longer term guidelines which the White Paper rightly regarded as essential for sound plan- 
ning. 

37. It is important that Government should reaffirm its acceptance that the key elements 
of the financial framework must be mutually consistent with one another and also accept 
the need for a measure of flexibility to recognise that the nationalised industries are large 
trading concerns which need some room for manoeuvre. At the same time regard has to 
be had to the interests of customers and the likely effects of all of these arrangements 
on the motivation of management and staff. 

38. The Industry keeps the Department of Energy fully informed on its views about 
prices. It is not in a position to comment on the process of consultation between the Depart- 
ment and the Treasury. 

Additional Information 

39. A summary of the increases which have taken place in electricity prices during 
the last five years is at Appendix II. 

A summary of the Industry’s achievements against the EFLs and financial targets set 
by the Government during the last five years is at Appendix III. 

Performance aims were not set by the Government prior to the aim for the period 1 983-84 
to 1984—85. Appendix IV reproduces the table in the Electricity Council’s Annual Report 
for 1982-83 containing performance indicators for the period 1973-74 to 1982-83. Appendix 
V defines the performance aim set for the Industry for the period 1983-84 to 1984-85. 
This aim has not been set by the Government for Boards individually. 



APPENDIX I 

BULK SUPPLY TARIFF— SUPPLEMENTARY NOTE BY CEGB 

1. This note deals in more detail with the present structure of the Bulk Supply Tariff 
and the developments which have taken place since the Council’s review in 1981. The tariff 
continues to be based on the principle of long run marginal cost. It is aimed at conveying 
the right cost messages to the Area Boards whilst at the same time seeking to recover 
the Generating Board’s costs. Overall, the Bulk Supply Tariff accounts for something like 
80 per cent of the total costs of individual Area Boards. It accounts for, on average, around 
70 per cent of domestic tariffs and 90 per cent of industrial. 

2. There are, however, a number of reasons why LRMC revenues taken alone do not 
necessarily equate to the estimated accounting costs. One of the main reasons concern the 
present sub-optimal mix of generating plant on the Board’s system. This has arisen princi- 
pally because of lower than expected demand growth in conjunction with dramatic move- 
ments in oil prices during the seventies. 

3. There is no one definition of LRMC and economic literature on this topic reveals 
a number of possible interpretations. These range from taking the system as it stands and 
accordingly reflecting incremental costs in the BST to basing charges on a theoretical optimal 
system for which an undertaking continually strives but does not achieve in practice. The 
Board’s own thinking on this topic has evolved over many years and indeed will continue 
within the remit of its main objective of developing supplies of electricity as economically 
as possible. 

4. Dealing broadly with the present structure, the capacity charges are effectively related 
to the cost of retaining old plant in service — Net Avoidable Cost — (NAC) and the Net 
Effective Cost — (NEC) of new plant required to meet an increment of demand. The time 
horizon which the Generating Board uses to assess capacity charges is effectively 30 years, 
which in turn is consistent with the minimum period over which generation investment 
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is appraised. The 15-year period advocated in the Coopers and Lybrand Report has not 
been accepted, so for the year immediately ahead, the LRMC of capacity is evaluated from 
the present worth of a time stream of NACs and NECs. These incremental costs are consis- 
tent with delaying the decommissioning of old plant and bringing forward the commissioning 
of new plant as contained in the Board’s plans for future generation requirements. To 
these are added an amount for infrastructure costs. 



5. The Industry is of the view that there should be two capacity charges in the BST. 
This practice has been followed for many years in order to ensure tariff stability and avoid 
the “shifting peak” phenomenon if the LRMC-based charge were levied on the peak demand 
of the year. The peaking capacity charge is derived from LRMC having regard to load 
management practice and risk analysis whereas the main capacity charge, basic, is effectively 
spread over longer durations and applies to high levels of winter demand. 

6. There is also a service charge in the BST related to assets which are involved in provid- 
ing bulk supply points to the Area Boards. 



7. Unit rates are related to the variable costs of generation — mainly fuel— and reflect 
which generation and hence fuel is forecast to be used on the system at the margin at 
a particular point of time in each day. Thus, there will be periods when expensive oil will 
be at the margin whilst at night it is probable that coal will be the marginal fuel. Up 
to now, the BST has contained 4 unit rate periods in the Bulk Supply Tariff as set out 
below : 



Standard ... 
Night 

Night shoulder 
Peak surcharge 



Half hours applicable each day 
0800 - 2400 
0030 - 0730 

2400 - 0030 0730 - 0800 

That of the highest system demand in the period 0830 - 2330 and 
each immediately adjacent half hour. 



8. These unit rates are based on the estimated fuel price for the year of the tariff but 
are adjusted back to a datum fuel price. The actual charges made to the Area Boards 
are then subject to the fuel price adjustment clause which means that the unit rates are 
adjusted upwards or downwards according to how the actual price varies from the datum 
price. 



9. Under Section 13 of the Electricity Act 1957, the Generating Board has to secure 
that its revenues are not less than sufficient to meet its outgoings properly chargeable to 
revenue account taking one year with another. The Coopers and Lybrand Report, which 
advocated a marginal bulk supply tariff based solely on NAC, did not address itself to 
that particular problem and a strict application therefore of the approach advocated would 
leave the Generating Board unable to comply with its statutory obligation. At the other 
extreme, a marginal tariff based on a theoretical optimal system could produce higher capa- 
city and higher unit charges. As mentioned in paragraph 3, there can be no one interpretation 
of long run marginal cost and the Board believes that its present approach steers a middle 
course between extremes. In determining the financial target therefore, one is essentially 
looking at the operating profit likely to be produced over a period of years by taking 
(a) the revenues produced by the tariffs built up on the principles mentioned and aimed 
to secure a satisfactory return on the capital employed and (b) deducting the accounting 
costs (excluding interest). Having agreed the financial target with the Government, the Board 
then sets out to earn an amount each year consistent with the earnings required to achieve 
the financial target over the agreed period. 

10. In order to implement the Energy Act 1983, the Board is revising the BST for 1984-85 
to distinguish between those costs that are avoided with the purchase of privately generated 
electricity and those further costs that vary within the totality of the Board’s operation. 
The new structural feature of the BST will be a System Service Charge and this will subsume 
the present service charge. Also, it is anticipated that the Board will introduce more unit 
rates to reflect the larger differentials which are now beginning to emerge as between week- 
days and weekends, and the summer and the rest of the year. This will also go some way 
towards meeting requests from large industrial users for greater tariff flexibility. 
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Fixing the Bulk Supply Tariff 

11. In conclusion it may be helpful to say something on how the Bulk Supply Tariff 
for any particular financial year is arrived at. 

12. It is necessary to first assess the estimated costs (excluding interest) which will fall 
to be incurred in the financial year for which the tariff is to be made. These are built 
from information derived from budget centres. Account has to be taken of the estimated 
unit requirements and of the efficiency at which fuel can be converted into electricity, coupled 
with the estimated nuclear output. The availability of high merit generating plant is also 
of vital importance. Regard is had to reductions that can be made to costs taking into 
account not only the improvements in technical efficiency but manpower savings and such 
other savings which can be achieved in relation to the performance aim set by Government 
and other objectives set internally by the Board as part of its budgetary process. To these 
costs one then has to add the earnings required consistent with the financial target. 

13. The next part of the process is to devise a tariff the components of which will recover 
the costs in question, give the right cost messages and be consistent with the principles 
set out earlier. The proposals are then subject to formal statutory consultation with the 
Electricity Council before the Bulk Supply Tariff is finally fixed by the Board, 



Date of Revision 


APPENDIX II 

ELECTRICITY PRICE CHANGES 1978-1983 

Percentage changes over price at previous date 
( including fuel cost adjustment) 


1978 April 




Domestic 

9.9% 


Industrial 

11.5% 


1979 June/April ... 




8.7% (June) 


4.4% (April) 


1979 September ... 




8.4% ' 


10.9% 


1980 April 




17.6% 


19.4% 


1980 August 




10.3% 


1-6% 


1981 April 




1 1 .0% 1 


14.7% 


1982 April 




9.0% 


9.0% 


1982 November ... 




— 0.2% 2 


1983 April 




zero 


zero 



1 0.34p/kWh rebated on bills rendered Jan-Mar 1982. Equivalent to 8.5% increase overall. 

2 Standing charges reduced for very small consumers on bills rendered from Jan/Feb 1983 covering 
period from Oct/Nov 1982 onwards. 
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APPENDIX III 



EFL AND FINANCIAL TARGET PERFORMANCE FOR LAST FIVE YEARS 



A. EFLs 


Limit set by 


External Financing 
Actual 


Over 


Year 


Government 


Requirement 


Achievement 




£m 


£m 


£m 


1978-79 ... 


(-) 75 


(-)100 


25 


1979-80 ... 


232 


190 


42 


1980-81 ... 


187 


140 


47 


1981-82 ... 


(— )165 


(— )221 


56 


1982-83 ... 


( — )1 48 


( — ) 1 53 


5 


1983-84 ... 


( — )41 8 


(— )590 (estimate) 


172 (estimate) 


(—) = Repayment of debt. 







The EFLs shown are those finally set by Government. During certain years EFLs have 
been amended during the year to reflect agreed changes, eg, fuel stock levels, disallowance 
of reductions in national insurance surcharges, etc 

B. Financial Targets 



Financial Target 



Year 


Target set by 


Actual 


Over 


Government 


Return 


Achievement 


1978-79 1 . 


% 


% 

10.2 


% 


1 979- 80 2 . 

1980— 81 3 7 


" 10 (HC Basis) 

| 


7.4 


(~)Z6 


1981- 82 ! 

1982- 83 

1983- 84 1 


> ... 1.7 (CCA Basis) 

; 1.4 (CCA Basis) 


2.3 


0.6 


1984-85 J 
Notes 


N/A 


N/A 





1 N° target was set by Government, limitations of the Price Code applied. 

The target was set in historic cost terms expressed as the operating profit as a percentage on 
average net assets. 

. % f ^ ei was s , et * n cu ( rent cost terms of an average of 1.8% over three years, 1980-81 to 

8_. This was subsequently reduced to 1.7% to reflect the effect of concessions to large industrial 
consumers, announced m Budgets during that period. 
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APPENDIX V 

DEFINITION OF PERFORMANCE AIM 

1. The aim is to reduce real controllable unit costs in 1984—85 4\% below their actual 
level in 1982-83. 

2. Real Controllable Unit Costs in any year are defined to comprise: 

i the cost of CEGB fuel burnt and electricity purchased in that year, at 1981-82 prices. 

ii the cost of salaries and other materials, goods and services in that year deflated to 

1981-82 price levels using the wholesale price index. 

divided by unit sales to final customers. 

3. The Cost of CEGB Fuel Burnt and Electricity Purchased at 1981/82 Prices 
comprises : 

i the cost of fuel burnt in CEGB stations calculated at 1981-82 prices (obtained by 

multiplying the heat content of the fuel burnt by the cost of heat (p/GJ) in 
1 981—82 — -fossil, magnox and AGR calculated separately); 

ii the cost of purchases of electricity from other sources in England and Wales and 

of net transfers from France and Scotland calculated at 1981-82 prices (obtained 
by multiplying total units purchased by the cost/unit (p/kWh) in 1981—82). 

4. Salaries means : 

Gross salaries plus employers national insurance and superannuation payments charged 
to the electricity revenue account in that year. 

5. Other Materials, Goods and Services means: 

Other materials, rents and insurances, other staff costs and non-fuel COSA charged to 
the electricity revenue account in that year. 

6. Wholesale Prices Index means: 

The average of the CSO’s four quarterly indices (home sales of manufactured products) 
re-based on 1981-82 = 100 for that year. 

7. Unit Sales to Final Customers means: 

Unit sales by Area Boards to final customers (E & W) plus direct supplies by the CEGB 
(E & W) in that year. 



ELECTRICITY AND GAS PRICES 
Memorandum submitted by the British Gas Corporation 



Question 1 (i) 

What are the details of the gas price increase announced today, when does it take effect, 
and what price increases have taken place over the last five years (domestic and industrial) ? 

(a) The tariff increase 

The gas price increase announced on December 21, 1983, applies to gas tariffs for all cus- 
tomers using up to 25,000 therms a year. Larger consumers buy quantities of over 25,000 
therms a year on individually negotiated contracts. Contract customers pay the tariff commo- 
dity rate for their first 25,000 therms a year, but prices for consumption above that level 
are not affected by this increase. 
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No increase is being made in standing charges. The increase of 1.7p per therm in the 
commodity rates is equivalent to an average increase of 4.3 per cent overall and applies 
to gas used after the first reading of a customer’s meter on or after January 1, 1984. 

There are three zones for gas tariffs: the General zone covers the Scottish, Wales, Eastern, 
North Thames, South Eastern, Southern and South Western Regions; the Northern zone 
the Northern, North Western and North Eastern Regions ; and the Midlands zone the West 
and East Midlands Regions. The zones have different standing charges reflecting differences 
in the fixed costs of supply, but the commodity rate for credit customers is the same through- 
out the country. The prepayment tariffs have a lower initial standing charge with some 
of the fixed costs recovered in a first block of 39 therms per quarter. The commodity rate 
for the follow-on therms is higher than that for the credit tariff reflecting the higher costs 
of the prepayment facility. 

The rebate scheme introduced in February 1983 at the request of the Government whereby 
the standing charge payment should not exceed the charge for the therms consumed has 
been retained. The Government has, however, been advised that the scheme will be reviewed 
after an assessment has been made of a full year’s experience. 

Details of the credit and prepayment (coin-in-the-slot) tariffs before and after the increase 
are shown below : 



Credit tariff 




Standing charge 


Commodity rate 


October 1982 


( per quarter) 


( per therm ) 


General 


£9.90 


33. 5p 


Northern 


£9.20 


33. 5p 


Midlands 


£8.60 


33. 5p 


January 1984 


General 


£9.90 


35.2p 


Northern 


£9.20 


35. 2p 


Midlands ... 


£8.60 


35. 2p 



Domestic prepayment tariff 





Standing charge 


First 39 therms 


Other therms 


October 1982 


(per quarter ) 


per quarter 
(per therm) 


(per therm) 


General 


£3.70 


53.0p 


36.0p 


Northern 


£3.30 


50. 5p 


36.0p 


Midlands 


£3.00 


48. Ip 


36. Op 


January 1984 


General 


£3.70 


54.7p 


37. 7p 


Northern 


£3.30 


52.2p 


37. 7p 


Midlands 


£3.00 


49. 8p 


37. 7p 



(b) Tariffs over the last five years 

The credit tariff now applies to both domestic and non-domestic customers using up to 
25,000 therms a year. Until October 1981, there were separate tariffs for domestic and 
non-domestic customers. Until 1980, the non-domestic tariff applied to customers using 
up to 100,000 therms a year, above which consumption level contracts were applied. 

The record of tariff increases over the past five years has been as follows (the percentage 
figures shown are averages — the actual increase for an individual customer depended on 
location and amount of gas consumed) : 

March 1979: British Gas applied to Price Commission for a weighted average increase 
of 8.5 per cent in tariffs from April 1979, in order to achieve the financial target set 
by the government for the year 1979-80. 

April 1979: Non-domestic tariff increase of 11 per cent allowed by the Price Commission. 
June 1979: Domestic tariff increase of 8 per cent allowed by the Price Commission. 
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September 1979; Non-domestic tariff increase of 21 percent, following the June 1979 budget 
change in EFL, which required British Gas to provide an extra £190 million within 
the financial year 1979-80. The government requested that domestic tariffs should not 
be increased again in 1979-80. 

January 1980: Financial target for the three years from 1980-81 to 1982-83 announced. 
Details of the target are given in the answer to question l(ii). The Secretary of State 
for Energy told the House of Commons : “Details of the tariff changes necessary to 
achieve the target are a matter for British Gas. However, in broad terms, the Govern- 
ment expect domestic gas prices to increase this year by 10 per cent, over and above 
the rate of inflation, followed by comparable real increases in the following two years.” 

April 1980: Domestic tariffs increased by 17 per cent, the rate of inflation at the end of 
the previous year, non-domestic tariffs by 10 per cent. 

October 1980: Domestic tariffs increased by 10 per cent. 

April 1981: Domestic tariffs increased by 15 per cent, the rate of inflation at the end of 
the previous year, non-domestic tariffs by 3 per cent. 

October 1981: Domestic tariffs increased by 10 per cent. This increase brought domestic 
and non-domestic credit tariffs to the same level. 

April 1982; All tariffs increased by 12 per cent, the rate of inflation at the end of the 
previous year. 

October 1982: Tariffs increased by 10 per cent. Final increase in three year target period. 

January 1984: Tariffs increased by 4.3 per cent. 

(c) Contract prices over the last five years 

Larger non-domestic customers with individual contracts for their gas supplies have not 

experienced the same pattern of increases. Contracts are mostly re-negotiated annually, 

and the teims of individual contracts and the dates from which they are renewed vary. 

The following table shows the average price of new and renewed contracts for both firm 

and interruptible supplies in each quarter since the beginning of 1979: 





Firm 


Interruptible 




p/therm 


pi therm 


1979 Q1 ... 


17.1 


13.8 


Q2 ... 


17.4 


14.2 


Q3 ... 


20.8 


16.9 


Q4 ... 


23.2 


19.3 


1980 Q1 ... 


23.7 


20.3 


Q2 ... 


25.9 


21.8 


Q3 ... 


27.8 


23.5 


Q4 ... 


28.7 


23.9 


1981 Q1 ... 


29.2 


23.5 


Q2 ... 


29.6 


24.4 


Q3 ... 


29.7 


24,7 


Q4 ... 


29.5 


25.0 


1982 Q1 ... 


29.7 


25.3 


Q2 ... 


30.3 


25.9 


Q3 ... 


30.3 


25.6 


Q4 ... 


30.3 


26.0 


1983 Q1 ... 


30.3 


26.0 


Q2 ... 


30.3 


25.9 


Q3 ... 


30.3 


25.7 


(Source: British Gas Corporation estimates.) 





From the mid 1970s until 1979, contracts were negotiated in accordance with “reference 
prices determined by the Price Commission to ensure that contract prices were close to 
the price of competing mels: firm contracts were related to the price of gas oil, interruptible 
contracts to the price of heavy fuel oil. During times of rapid oil price escalation the increases 
applied to gas prices were phased in as gradually as possible to reduce the impact on cus- 
tomers. Following the Iranian revolution, sharp rises in oil product prices and uncertainties 
in future oil supplies led to a massive upsurge in gas demand. British Gas was unable 
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to accommodate all the potential customers who wanted to change from oil to gas, and 
faced difficulties in meeting peak demand unless growth was restrained. British Gas, in the 
light of the oil crisis, continued its policy of phasing-in gas price increases in renewed con- 
tracts as gradually as possible, rather than following the rapid rise in oil prices, but given 
the demand for new supplies, the price for new customers continued to relate to gas oil. 

In 1981, British Gas reduced the price charged for new firm supplies after the first year 
of supply to the same level as the price in renewed firm contracts and began a succession 
of price freezes. Throughout the financial year 1981-82, the renewal price for firm contracts 
was held at the level which applied at the beginning of 1981, and the quarterly price increases 
scheduled in firm contracts were not applied. The renewal prices for interruptible contracts 
were held at the December 1980 levels until the end of 1981-82. 

When this freeze on renewal levels ended in March 1982, the prices of contract gas for 
supplies in excess of 25,000 therms per annum were increased by Ip per therm for firm 
supplies and for many interruptible supplies. Also in March 1982 first year prices for new 
firm supplies were reduced to renewal levels. 

Prices for renewal business were then frozen again from April 1982 and the quarterly 
scheduled increases waived. The freeze was originally intended to last until December 1982, 
but was subsequently extended to October 1983, then to December 1983, and most recently 
to March 1984. By then, this contract price freeze will have lasted for two years. 

To compensate the Corporation for the net effect on its finances of holding contract 
gas prices, the gas levy was reduced from a rate of 5p per therm to 4p per therm with 
effect from April 1, 1982. 

Question l(ii) 

What is the latest EFL and financial target for the industry and what were the equivalent 
figures for the last five years? 

(a) EFLs 

The EFL for 1984-85, accepted by the Corporation and announced by the Chancellor of 
the Exchequer on November 17, 1983, is minus £100 million. 

The record of previous external financing limits is as follows : 

1979- 80: Originally accepted at minus £259 million. An increase to minus £449 million 
was accepted in June 1979. British Gas achieved an outturn of minus £447 million, 

1980- 81 : EFL agreed at minus £400 million. The outturn was minus £409 million. 

1981- 82: British Gas originally agreed a pre-tax EFL of minus £317 million. This was 
subsequently adjusted to a borrowing of (plus) £49 million, to allow for taxation pay- 
ments and the introduction of the gas levy. The outturn was a borrowing of (plus) 
£39 million. 

1982- 83: The EFL target was agreed at minus £87 million. The outturn was minus £230 
million. The additional cash arose from lower capital expenditure, mainly on the Rough 
and Morecambe projects, which has been rephased into later years. The EFL agreed 
for 1983-84 allowed for this rephasing. 

1983- 84: The EFL was originally agreed in November 1982 as zero, and later an adjustment 
was agreed at minus £43 million. At this stage in the year, British Gas expects that 
it will be able to meet the EFL for 1983-84. 

The EFL is reported post-tax and post-gas levy. The Corporation would prefer the EFL 
to be shown pre-tax and pre-levy so that more recognition is given to the Corporation’s 
contribution in reducing the PSBR through the gas levy and taxation. Over the four years 
to 1 982-83 the Corporation has incurred the following charges for the gas levy and taxation : 





1979-80 


1980-81 


1981-82 


1982-83 


Total 4 Years 




£m 


£m 


£m 


£m 


£m 


Gas Levy 


— 


129 


394 


524 


1,047 


Taxation 


247 


227 


191 


208 


873 


Total ... 


247 


356 


585 


732 


1,920 
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The Corporation accepts a financial target on the basis that it is consistent with the 
financial requirements of the industry. One of the current aims of the Corporation is to 
remain self-financing because going back into borrowing would have an adverse effect 
on costs and consequently on gas prices. 

It should also be borne in mind that while the financial target currently produces minus 
EFLs (post-tax and levy), this is on the basis that the cash remains with the Corporation 
for the future requirements of the industry and for the benefit of gas customers. 



(b) Financial targets 

The financial target for the four years 1983-84 to 1986-87, accepted by the Corporation 
and announced by the Secretary of State for Energy on December 19, 1983, is an average 
current cost operating profit (before taxation and interest) of 4 per cent on average net 
assets at current cost over the four year period. The target has been formulated against 
the background of the gas levy remaining at 4p per therm over the target period. 

For several^ years in the 1970s British Gas had no governmental financial target. In 
December 1978 a financial target was agreed with the Government for the one year 1979-80 
of a return on turnover of 6.5 per cent after interest and depreciation. Subsequently the 
substantial revision of the 1979—80 EFL and the increase in non-domestic tariffs contributed 
to an actual return of 12.1 per cent. 

The financial target for the three year period 1980-81 to 1982-83 was originally agreed 
as an average return of 9 per cent on current cost assets. This took account of the expected 
rise in domestic gas prices by 10 per cent more than the rate of inflation in each of the 
three years, on the basis that the additional profits produced would be available to meet 
the financial requirements of the industry into the future. Subsequently the gas levy was 
introduced, which effectively transfers to the Exchequer amounts which are broadly equiva- 
lent to the additional revenue generated. The industry’s financial target was reduced to 
an average annual return of 3.5 per cent of current cost operating profit on average net 
assets at current cost, to compensate for the introduction of the gas levy and the adoption 
of the full current cost accounting standard (SSAP 16). The actual returns achieved were: 





per cent 


1980-81 


4.0 


1981-82 


3.0 


1982-83 


5.7 


Average return 


4.2 



Question 2(i) 

How do the EFL, financial target and the gas levy interact and how do they affect a) 
price levels and b) operations (eg the phasing of capital expenditure and efforts to increase 
efficiency) ? 

The EFL, financial target and the levy are all intimately linked in influencing the financial 
performance of the Corporation. The levy is a pence per therm charge on the gas take 
from fields in the UK sector contracted before the offshore tax regime was established 
and thus not subject to PRT. Since very few gas fields currently operating pay PRT, a 
high proportion of gas purchased (apart from imported gas) is subject to the levy, which 
currently stands at 4p/therm (costing British Gas over £500 million in 1982-83)' This is 
therefore a major element of BGC’s gas costs. Non-gas costs in turn need to take account 
of the performance objective which is not mentioned in the question. The financial target 
determines the required surplus of income over operating costs in terms of an average 
return over 4 years on CCA net assets. The profit target in turn plays a crucial role in 
influencing the industry’s cash flow as reflected in the EFL, once the timing of capital expendi- 
ture has been fixed. 

It was in recognition of the interdependence of these factors that the Corporation stressed, 
m the recent discussions on tariff increases, the need for setting the financial framework 
' a complete package. 
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( a ) Effect on price levels 

The financial framework provides vital ingredients in setting the level of prices over the 
target period. Within the Corporation great emphasis is placed on the performance objective 
agreed with the Government and the industry’s continuing aim is to improve efficiency 
and reduce trading (non-gas) costs wherever possible. This will minimise the pressure on 
costs which will inevitably come from the rising beach cost of gas and hence restrain the 
upward trend in prices. When agreeing the financial framework with the Government over 
the target period the Corporation aims for it to be consistent with the longer term financial 
requirements of the industry. The factors affecting the longer term are discussed more fully 
m the answer to question 3(i). 

(b) Effect on Operations 

In relation to the day to day operations of the Corporation, the main impact of the factors 
referred to in the question comes from the EFL, particularly in relation to cash control. 
Strong cash flow controls and central banking were in existence in British Gas before the 
system of external financing limits was introduced in 1976. These controls, and especially 
the control of working capital and carefui professional money management, play a major 
part in ensuring that the EFL end-year target is met. 

In addition, both the EFL and the performance objective (not specifically mentioned 
in the question) fit well into the system of internal budgeting and targetry which has been 
developed in British Gas as the principal method through which the Corporation exercises 
its management responsibilities in relation to the twelve Regions and Headquarters. Budgets 
are agreed annually, within the framework of the industry’s Corporate Plan, for each Region 
and for Headquarters. The budgets are summarised in the form of a small number of specific 
target and progress in relation to each target is closely monitored during the year. In 
this way, the objectives of all parts of the organisation are consistent with the overall EFL 
target and performance objective for the industry and prompt corrective action can be 
taken in the event of any departure from the planned trends. 

Apart from the day to day operations the Corporation welcomed the setting of the current 
financial and performance objectives over the four year period 1983-84 to 1986-87. This 
allows financial and pricing plans to be formulated more sensibly and with greater confi- 
dence. The EFL is formally published only for the immediately following year but the 
fixing of the package of financial, cash and performance targets for a four year period 
means that agreement has been reached on the general level of EFL for the remaining 
years, on the basis that these funds will be retained by the Corporation to meet future 
requirements. 

The Corporation fully accepts its commitment to the EFL and, in the event that external 
circumstances change, will do its best to make whatever modifications it can to adhere 
to the EFL figure. Nevertheless, if a total shift in these circumstances made it unrealistic 
to expect strict adherence to the EFL, then discussions of revisions to the forecast would 
be appropriate. 



. Question 2(ii) 

f How does the Corporation view the likely price trajectories for domestic and industrial 
gas over the next 2-3 years and what are the key factors and uncertainties which will influence 
the outcome? 

I Given the financial framework agreed with the Government and set out in 1 (ii) above, 
the Corporation would expect both domestic and industrial gas price increases over the 
next 2 to 3 years to be close to the general level of inflation. 

The single most important element influencing future prices is the cost of natural gas 
I supplies. In the four years to March 1983, the average cost of gas to the Corporation 
more than doubled from 5.8p/therm to 14.8p/therm (including 3,2p/therm gas levy). This 
trend is likely to continue as cheap gas from the early North Sea contracts is replaced 
j by more costly new supplies which British Gas has recently been buying at prices above 
20p/therm. Since a growing number of gas purchase prices is linked to the international 
price of oil and the sterling exchange rate, the relationship between which is complex, there 
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are obvious uncertainties about the exact cost of gas in future years. Our central price 
projections for the next 2 to 3 years assume that oil prices will continue to be depressed 
and that the international value ot the pound will decline modestly; however the experience 
of the last few years has shown how volatile such factors are. 

Every effort will be made to reduce the impact of the rising real cost of gas purchases 
by further improvements in the efficiency of BGC operations, and savings in on-shore costs 
which are directly under our control will help to off-set future increases in gas costs. British 
Gas will continue its efforts to ensure that this process goes on as long as possible. 

Question 3(i) 

Do Long-Run Marginal Costs remain the basis of pricing for gas? 

In using the word “remain” the question implies that Long-Run Marginal Costs (LRMC) 
have in the past been the basis ot pricing gas. This is not so. Moreover, the Corporation’s 
view is that LRMC could never be other than one of a number of factors to be taken 
into account in setting prices, a view that is in line with the White Paper on Nationalised 
Industries, Cmnd 7131 of 1978. The following paragraphs set out, first, some of the problems 
withJLRMC pricing as seen by the Corporation, and secondly the various factors which 
the Corporation believes it must take into account in deciding on its prices. 

The proponents of LRMC pricing point to the link it provides between consumer demand 
and investment in new capacity. However, there are a number of arguments that can be 
advanced against LRMC pricing some of which were set out in the Corporation’s evidence 
to the Select Committee on this subject in the 1980-81 session. First of all, there is the 
difficulty of defining and applying LRMC in an extractive industry where each supply source 
is discrete, has its own particular unit cost and has special characteristics which affect its 
value, and w’here the range of prices tor new supplies can therefore be considerable. The 
supplies available are a continually changing mix of different fields and contracts. Each 
new tranche is followed by another new tranche and existing supplies are correspondingly 
falling away. This will be particularly true in the second half of the 1980s when a large 
number of relatively small new fields will be introduced. It is not possible therefore to 
identify clearly what should be regarded as the marginal supply. 

Secondly, there is a significant lag between the signing of a contract and the time the 
gas starts to flow, and the contract can then operate for a further 1 5-20 years. The contract 
itself is a complex package of terms ot which price is only one element. A single number 
representing the base price cannot therefore be used in isolation as the determinant of 
pricing. Thirdly, the costs of purchasing future additional gas supplies, which form a high 
proportion of the total costs of supply, are uncertain. They depend materially on the future 
couise of oil prices and the exchange rate, the interrelationship between which is complex 
and creates even greater uncertainty. The political and economic pressures influencing gas 
prices worldwide are also highly unpredictable. 

Fourthly, the theoretical argument that LRMC pricing will achieve the optimum allocation 
ot resources depends critically on the assumption that industry generally, and in particular 
all the producers serving the market in question (in this case the fuel market) fix their 
prices in accordance with LRMC. This is clearly not the case. 

To sum up the LRMC approach without modification would give a semblance of accuracy 
to our estimates of a very uncertain future which could be misleading to customers and 
in turn this would affect market forces “incorrectly” if our assumptions turned out to be 
wrong. 

If all the objections and qualifications outlined above were met, it would still be the 
case that, given the relative inelasticity of gas demand and the long time lags required 
lor price changes to take effect, serious distortion of demand is only likely to arise if prices 
deviate markedly from LRMC levels. As shown in the answer to question 3(ii) below, this 
is not now the case, and in our view it is not likely to be the case in the future. 

British Gas takes into account many factors in considering its pricing policy Amongst 
them are the following : r J 6 

(i) Section 14 of the Gas Act 1972, requiring the Corporation to ensure that its revenues 
are not less than sufficient” to match its outgoings and to make adequate allocations 
to reserves ; 
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(ii) the financial targets accepted by British Gas and the impact of government taxation, 
including the gas levy; 

(iii; the need to take account of both the overall or average costs of supply in each 
market and the cost of taking on additional sales in each market (ie the marginal 
costs), both short and long term; 

(iv) the continuing effort to improve efficiency and keep costs of supply as low as possible ; 

(v) the nature and state of the various markets and the trends or expected developments 
in these markets. This requires consideration of the availability and price of competing 
fuels in each market (including in future the availability and price of private gas 
supplies), the effect of gas prices on demands both in the short and longer term, 
and the future supply position in relation to these demands; 

(vi) the views of the consumer bodies ; 

(vii) the range of competitive prices charged to industrial consumers in European coun- 
tries. If the price charged for contract gas supplies in Britain were to become too 
far out of line then our gas sales levels could be placed at risk. 

These marketing, cost and financial factors may at times be contradictory in their implica- 
tions for pricing, requiring a judgement to be made on their relative importance which 
may itself change over time. However, there are two broad requirements that should be 
met: 

(i) in order to reflect market conditions and cost relationships, contract prices should 
be below tariff prices and interruptible contract prices should be below firm contract 
prices. The spread of prices across markets should be based in principle on the 
achievement of a sensible level of profit in each market, although the allocation 
of costs for joint supplies cannot be determined with complete objectivity and there 
is therefore some scope for judgement within this approach. 

(ii) the likely longer term movement in gas and non-gas costs should be taken into account 
in setting prices, avoiding sharp changes as far as possible. Furthermore, since cus- 
tomers invest in gas-using equipment to serve over a long period of years, gas cus- 
tomers should not be given misleading signals on the future course of gas prices. 
Subject to any temporary limits imposed, therefore, gas prices should reflect to the 
extent that it is possible the costs of making a supply available on a continuing 
basis. 

All of these factors have been taken into account by the Corporation in its approach to 
pricing in the medium and longer term. 



Question 3(ii) 

How is the LRMC for gas calculated and how does it compare with the current and prospec- 
tive prices of domestic and industrial gas? 

, The difficulties of calculating the LRMC for gas have already been explained in answer 
j to question 3(i) and were outlined in the Corporation’s evidence to the Select Committee^ 
\ in its 1980-81 session. It is recognised that the industry’s approach to the estimation of 

' LRMC is one of a number of possible approaches, and that other approaches could lead 

to different conclusions on the relationship between prices and marginal costs for each 
market. 

The cost of purchasing new gas supplies is the largest element in the LRMC estimates. 
Our approach to estimating the gas purchase cost is to assess the likely costs under new 
contracts in the light of trends in world prices. The cost to British Gas of importing gas 
from the Norwegian Frigg field has been used as an indication of the marginal gas purchase 
cost, because the supply was contracted in competition with other countries and the price 
is escalated in line with world and UK energy prices. In the current financial yeai the 
Corporation is paying around 24 pence per therm for Norwegian Frigg-— some 7 pence 
higher than the average cost of all gas (including the gas levy). However, the iuture paths 
of oil prices and the sterling exchange rate, and the extent of the inter-relationship between 
the two, are uncertain and hence the likely price of incremental supplies is equally uncertain. 
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The other elements in long run marginal costs are the capital and revenue costs of making 
available an incremental supply on a continuing basis, together with the costs of working 
capital and unaccounted for gas. For the purpose of marginal cost estimates it is assumed 
that additional gas sales are to new customers rather than to existing customers. However, 
the cost estimates vary according to the assumption which is made about the need for 
new capacity in the system. 

New gas supplies are likely to be received at a high load factor. The cost of matching 
the lower load factors of demand in each market sector to the higher load factor of gas 
supplies through storage is therefore included in the marginal capital cost estimates. Marginal 
capital costs also include the costs of transmitting additional supplies from the beach to 
the Regional offtakes, the costs involved in reinforcing the Regional transmission and distri- 
bution systems, and the cost of diurnal storage to meet variations in daily demand. Allowance 
is also made for the cost of connecting new customers. Finally a 5 per cent rate of return 
is generally included in the estimates of marginal capital costs consistent with the Required 
Rate of Return. 

In regard to revenue expenditure statistical analysis indicates that the marginal revenue 
costs of supplying new sales are lower than the average revenue costs. The industry continues 
to benefit from economies of scale as it takes on additional customers. In particular there 
should be little change in many overheads — such as general administration and engineering 
services — with increases in customer numbers. 

As mentioned earlier, there is considerable uncertainty about LRMC estimates, and there 
are a number of approaches which could lead to different conclusions concerning profitabi- 
lity on a marginal basis. Given this uncertainty, the range of possible estimates of LRMC 
would, in our view, encompass the present level of prices and there is therefore no firm 
evidence that gas is currently priced at a level which leads to distortion in the allocation 
of resources between the different fuels. 



Question 3(iii) 

How are the principle of LRMC pricing, the EFL and the other aspects of the financial 
framework for the gas industry reconciled in practice? 

As stated in the answer to question 3(i), gas prices are not based on an estimation of 
LRMC, although amongst the factors taken into account in setting prices are the future 
trends in gas purchase and other costs. In effect this allows some weight to be given to 
LRMC principles in determining current prices. On the general question of reconciling 
pricing policy with the EFL and other targets, it has already been stressed that all these 
factors need to be considered as a complete package in setting the financial framework. 



Question 4(i) 

What have been the trends over the last five years in (a) productivity ratios and (b) net 
trading costs? 

(a) Two key productivity ratios are the number of customers and the amount of gas 
sold and used per direct employee of British Gas. In order to remove any distortions caused 
by the effect of the weather on gas consumption, gas volumes are corrected to seasonal 
normal temperatures (SNT). The ratios for the last five financial years and an estimate 
for the current year are as follows : 

% 





1978-79 


1979-80 


1980-81 


1981-82 


1982-83 


1983-84 

est. 


Improvement 

1978-79— 

1983-84 


Gas sales per employee 
(thousand therms) 


151.9 


160.7 


156.9 


158.3 


164.0 


174.8 


15.1% 


Customers per 
employee 


144.4 


144.8 


144.9 


147.5 


153.2 


162.0 


12.2% 


Note: Gas sales include British Gas’s own 


use and are corrected to seasonal normal temperatures. 
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mm ?i ™ ductivi J y ratios have improved over this period, despite the fall in gas sales in 

i oic economic recession. The number of employees decreased between 

k,. ioi and , ?1, by over , P? r cent while the amount of gas sold and used increased 

oy iZf per cent and the number of customers by nine per cent. 

(b) The definition of net trading costs is the one used in the performance objective which 
covered the period from 1980-81 to 1982-83, described in answer to question 4(iii). This 
identifies those costs most directly under British Gas’s own control, ie excluding gas costs 
and certain operating costs (eg replacement expenditure, depreciation, and monetary working 



1982-83 prices 
£ million 

Gas and feedstocks 
Gas levy 

Gas costs 
Net trading costs 
Other costs 
Total operating 
costs 



an estimate for 1983-84, converted to 1982-83 


prices : 




1978-79 


1979-80 


1980-81 


1981-82 


1982-83 


1983-84 

esi 


Increase 

1978-79— 

1983-84 


1,174 


1,314 


1,520 


1,932 


1,915 


2,197 


87% 


— 


— 


152 


425 


524 


495 




1,174 


1,314 


1,672 


2,357 


2,439 


2,692 


129% 

2% 


1,698 


1,704 


1,838 


1,855 


1,773 


1,738 


1,134 


1,189 


1,101 


1,096 


1,083 


1,039 


-8% 


4,006 


4,207 


4,611 


5,308 


5,295 


5,469 


37% 



The table indicates that net trading costs have fallen as a proportion of British Gas’s total 
costs from 42 to 32 per cent, as gas costs have risen much faster to become by far the 
largest item of expenditure. 

In real terms, over this period British Gas’s total costs rose by more than a third, and 
gas costs more than doubled, while net trading costs rose by only 2 per cent. 

Gas sales and the number of customers rose faster than real net trading costs, and both 
measures of unit net trading costs show a fall during this period : 



I 



At 1982-83 prices 

Net trading costs per therm of gas 

sold and used at SNT (pence) 

Net trading costs per customer (£) 





1983-84 




1978-79 


esi 


Change-V 


10.98 


10.03 


-8.7% 


115.52 


108.23 


-6.3% 



British Gas thus achieved a real reduction in its unit net trading costs, measured in relation 
both to gas consumption and to the number of customers it served. 



Question 4(ii) 

What is the detailed breakdown of target cost savings for (a) 1983-84 and (b) 1984-85 
and how will these be achieved? 

The management objective of British Gas is to achieve improvements in its efficiency 
of operations wherever possible. 

The forecast progress towards the achievement of the objective detailed in Question 4(v) 
in the current financial year is as follows : 



Net Trading Costs ( 1982-83 prices) 



> 


£M 


p/therm 


1982-83... 


1,773 


10.47 


1983-84... 


1,738 


10.03 



This means that over the following three years a further reduction in unit costs of 0.82 
p/therm is necessary in order to achieve the objective of 9.21 p/therm in 1986-87. 
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In the first year of the target period cost savings of £35 million are forecast, measured 
in 1982-83 prices, primarily in the labour intensive activities of customer service and cus- 
tomer accounting. 

The major dement of cost savings has been achieved by reductions in manpower, primarily 
from natural wastage. The level of direct employees has steadily reduced in recent years 
as the following table shows, all numbers being at March 31 in each year: 

1982 104,700 

1983 101,200 

1984 (est) 98,000 

The current objective is a very demanding one, but it is the Corporation’s clear aim 
to reduce non-gas costs wherever possible, bearing in mind the rising costs in real terms 
of gas supplies. 

Question 4(iii) 

What has been the industry’s track record in achieving target cost savings over the last 
five years? 

The previous formal performance objective agreed by British Gas with the government 
was for a 5 per cent reduction in unit trading costs per therm of gas sold in 1982-83 
compared with 1980-81, with costs measured in 1980-81 prices and gas sales converted 
to seasonal normal temperatures. Net trading costs were defined as total operating costs 
before monetary working capital adjustment less the cost of gas, the gas levy, depreciation, 
replacement expenditure, the cost of appliances and the cost of central heating installations. 
Despite gas sales being lower than expected due to the general economic recession, British 
Gas achieved a 5.1 per cent reduction in unit net trading costs, calculated as follows: 





1980-81 


1982-83 


Net trading costs, actual — £ million 

Net trading costs at 1980-81 prices — £ million 

Gas sales at seasonal normal temperatures — million therms 

Unit cost at 1980-81 prices — p/therm 

Reduction in unit costs — per cent 


... 1,559.8 

... 1,559.8 

... 16,664 

9.36 


1,772.7 

1,504.1 

16,937 

8.88 

5-1% 


Question 4(iv) 






To what extent could further efficiency gains have obviated the need for the 
announced today? 


price increases 



The Corporation believes it has made the maximum savings that it can in the current 
year. The industry has over the years made every effort to improve the efficiency of its 
operations and in order to do that it has pursued, and will continue to pursue, any oppor- 
tunity available to reduce those costs which are directly under our control. But there is 
a limit to how far these savings can offset the rise in the costs of the gas we purchase. 
As non-gas costs continue to fall as a proportion of total operating costs due to past improve- 
ments then the impact year-on-year of any new savings has a reduced effect on total costs 
and hence on prices. 

With changes in technology new opportunities arise to make savings which were not 
vailable in earlier years. However, even when new methods are available it takes time 
nd investment before they can pay off in terms of cost savings : for example, better methods 
/f pipelaying take time to evaluate and test before implementing in all Regions. We are 
confident, however, that we have taken advantage of those improvements that are available 
to us now. 

Question 4(v) 

What are the current performance objectives laid down by the government? 

The performance objective accepted by the Corporation and announced by the Secretary 
of State for Energy on December 19, 1983, is a 12 per cent real reduction, by 1986-87 
against 1982-83, in unit net trading costs per therm of gas sold and used at seasonal normal 
temperatures. 
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Question 5(i) 

What conflict of objectives does the current framework of financial and performance controls 
imply for the sound management of the industry? 

The present system — consisting of a financial target, a performance objective, EFLs and 
phased approval of capital expenditure — if sensibly applied and not subject to sudden arbi- 
trary changes on the part of the government, provides a reasonable framework within which 
the Industry can operate. As the Corporation has frequently emphasised, the financial target 
for a period of years must be the primary objective, with which the shorter term EFL target 
should be consistent. Clearly, great care needs to be taken in determining values for each 
of these factors so as to ensure they are mutually consistent. 

Question 5(ii) 

How far does the process of consultation between the Department of Energy and Treasury 
allow the views of the industry on the need for price increases to be taken into account? 

A distinction needs to be drawn in this context between those discussions that take place 
before financial targets and performance objectives are agreed and the period when these 
targets are operating. In the first case British Gas and the Department of Energy will each 
take a view on possible future price and other trends in order to establish what should 
be the proper financial and performance targets. Once these parameters have been agreed, 
the external financing limit can be agreed; the Corporation then has the sole legal obligation 
to decide on the precise increases in prices that are needed to meet these targets, and on 
the precise relationship between prices for different types of supply and the structure of 
those prices (eg whether or not and by how much standing charges should be raised). As 
the Government has made clear on several occasions, it is not in a position to impose 
particular price increases without special legislation. 

In terms of both the period before targets are agreed and the period of their operation, 
there is a continuous process of discussion between the Corporation and the Department 
of Energy, at which the Treasury are sometimes represented. These meetings take place 
in a number of different contexts but particularly during discussions oi the industry’s Corpor- 
ate Plan, and at the time of the annual Investment and Financing Review (when the following 
year’s EFL targets are usually discussed). There are also occasions^ when general energy 
pricing principles are debated. At these meetings the Department ol Energy is made fully 
aware of British Gas views on all aspects of pricing policy. We are often not present at 
particular discussions between the Department and the Treasury but have no reason to 
believe that our views are not represented accurately by the Department of Energy. 

While we are satisfied that the Corporation’s view is generally taken note of, it does 
I depend on the government agreeing financial and performance targets with the Corporation 
for a sufficient period ahead to ensure the proper management of the industry. The recently 
announced targets covering the four year period 1983-84 to 1986-87 are therefore, as pre- 
viously mentioned, welcomed by the Corporation. 

Question 5(iii) 

Is the Corporation satisfied with the outcome, as represented by the domestic gas price 
> increase announced today? If not, would the Corporation have preferred a different size 
of price increase, different timing, or no price increase at all for the time being? 

As indicated in the answers to previous questions, the statutory responsibility for deciding 
price increases rests with the Corporation, and the Corporation therefore decided the domes- 
tic gas price increases announced on December 21, 1983. In respect of both size and timing, 
they are increases which the Corporation considers necessary to meet the financial require- 
ments of the industry as reflected in the targets agreed between the Government and the 
Corporation, against a background of the continuing rise in the costs of supply of gas 
I from the North Sea and the continuation, albeit at a much reduced rate, of general inflation. 

With respect to the timing of the price increase, the Corporation had preliminary discus- 
sions with the National Gas Consumers’ Council and the Department of Energy in August 
last year with a view to introducing the new tariffs in October 1983. However, on account 
of further efficiency savings and the effect on gas supply costs of the strength of sterling 

Printed image digitised by the University of Southampton Library Digitisation Unit 



32 



MINUTES OF EVIDENCE TAKEN BEFORE 



19 January 1984] 



[Continued 



against European currencies, the Corporation decided that it was able to postpone the 
price increases for three months. 

The Corporation was not party to the negotiations on Departmental budgets which occa- 
sioned much press comment in recent months. It has no reason however to be other than 
satisfied with the outcome as far as gas is concerned, which is the result of decisions finally 
taken by the Corporation once the financial framework was agreed. 

British Gas Corporation January 12, 1984 

Rivermill House 
152 Grosvenor Road 
London SW1V 3JL 



Examination of witnesses 



Mr T U Burgner, Head of Public Enterprise Group, Mr S A Robson, Head of Energy 
Industries Division, and Mr G A C D Houston, Senior Economist, Public Enterprises 
Analytic Unit, called in and examined. 



Chairman 

1 . Good afternoon, Mr Burgner and gent- 
lemen. May I welcome you to what is the 
first session of the Select Committee on 
Energy in this Parliament and say how very 
much we are looking forward to hearing 
what you have to tell us about the interesting 
and important subject of energy prices and 
the relationship of the Treasury, in particu- 
lar, to the mechanisms and processes by 
which these prices are determined. Perhaps 
I could start the ball rolling by asking how 
far the Treasury’s responsibility for setting 
the financial framework within which energy 
prices are determined extends. How far pre- 
cisely does that responsiblity extend and 
what does the Treasury believe to be the 
statutory and formal framework as defined 
in Acts of Parliament and in various White 
Papers and Command Papers over the last 
20 years, within which the fuel industries 
operate? 

(Mr Burgner.J Certainly. I hope I can 
give a rather full answer to that because it 
is a very large question. First, on the Trea- 
sury’s responsibilities in this area, as you 
know, and I think the Committee knows, the 
Treasury’s responsibilities are for the 
nationalised industries policy as a whole. In- 
dividual industries are the responsibility, 
first and foremost, of sponsor ministers, 
although major decisions are taken collecti- 
vely. The Treasury’s main concerns in this 
area are two-fold: first, to ensure that there 
is a coherent framework for nationalised in- 
dustry policy, particularly for investment 
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and pricing so as to encourage efficient 
resource allocation in the economy and effi- 
cient operations in the nationalised sector; 
secondly, to take account of the claims the 
industries make on the PSBR and public 
expenditure. If I can elaborate on that and 
come to the statutory question you asked, 
the nationalised sector is obviously of key 
importance but being state owned by defini- 
tion it does not operate in a normal market 
setting. Many of the industries are relatively 
sheltered from competition and some, like 
electricity and gas, have a great deal of 
monopoly power. The object of the financial 
framework for which the Treasury is, in 
general terms, responsible is to provide a 
substitute mechanism so that the industries’ 
investment and pricing decisions will be, if 
operating fully, competitive. To expand that 
point, because it is a very important one, for 
investment the aim is as stated in Command 
7131 to ensure that the industries achieve a 
real rate of return of five per cent on their 
investment programmes as a whole; on pric- 
ing, to ensure prices which will reflect the 
continuing cost of supply, including an ade- 
quate return on capital employed; for costs, 
the aim is that industry should do all it can 
to exercise tight control to improve efficiency 
and productivity. On the second point, the 
question of taking account of the claims 
made on PSBR and public expenditure, the 
Treasury has a direct responsibility here 
which runs through the actual External 
Financing Limits. Here the government’s 
aim is that these should be set at tight but 
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realistic levels so that industries are under 
pressure to reduce costs. EFLs are fixed after 
a long process of discussion between the 
government, the industries, the Department 
and the Treasury and Ministers collectively, 
which take account of the industries’ finan- 
cial targets, investment programmes, perfor- 
mance aims and so on. This framework is 
intended as a discipline but it cannot be 
applied inflexibly. In the case of EFLs the 
Chancellor in August 1980, Sir Geoffrey 
Howe, described the ways in which they were 
to be administered and the circumstances in 
which adjustments could be considered. In 
the case of financial targets and performance 
aims, sponsor Ministers normally report to 
Parliament at the end of the period and 
explain the circumstances in which there is 
a significant shortfall or over-achievement. 
Turning to the second part of your question, 
which is the question of statutory controls, 
the financial framework does not rely pri- 
marily on statutory controls. In a sense, the 
statutory framework has not caught up with 
the policies that have been taking place dur- 
ing the ’60s and ’70s. There are clearly statu- 
tory powers on a number of important things 
like the total of overall borrowing. The in- 
dustries are required to have their capital 
expenditure programmes approved. But for 
the most part the framework is one that has 
been set out in a succession of White Papers, 
the last being Command 7131, and in other 
statements of Government policy in elabo- 
ration of the White Papers. Largely, it is a 
system that operates without the benefit of 
a statutory back-up. 

2. One of the interesting things which we 
have come across is the apparent conflict 
between, shall we say, whether the industry 
makes its requests and sets its standards and 
gives advice on those to Ministers or whether 
Ministers set the standards and give advice 
to the industry. In his letter to the Electricity 
Council, the Secretary of State for Energy 
has this interesting statement to make: “You 
should advise me on the setting of financial 
and performance targets for the electricity 
supply industry in England and Wales,” A 
great deal of what we have read and, indeed, 
what you have said yourself this evening sug- 
gests that that is not quite correct. That it 
is not “you who advise me,” but the other 
way round : “I am advising you” — “I”, being 
the Treasury or Government, “am advising 
you, the industries, on what should be their 
financial and performance targets.” This, I 
think, lies at the heart of some of the confu- 
sion which the Committee feds exists on this 



question. I wonder if you could elaborate on 
that. Who really advises who? 

(Mr Burgner.) The targets are set by the 
Government with the agreement of the in- 
dustry. The Government has no power to 
impose financial targets, no power to impose 
EFLs. The process by which the target is put 
to the industry is one of consultation. The 
targets are founded on a great deal of 
detailed information about future levels of 
costs and revenues which is provided from 
a variety of sources, but the industries’ cor- 
porate plan is one of the principal ones and 
these are extensively discussed between the 
Department, the industry and the Treasury 
in the Annual Investment and Financing 
Review and at other times. As a result of 
that, a target, which is the product of apply- 
ing the principles of pricing, will, as it were, 
emerge from discussion, or a range of targets 
will be discussed. What is put to the industry 
is the end of a long process of discussion 
of this kind. 

3. So the EFL is a target which is sug- 
gested by the Treasury and the Government 
and voluntarily accepted by the industries? 

(Mr Burgner.) The EFL — if I may correct 
one point — is a limit. This is an important 
distinction. The financial target is a target. 
The EFLs are discussed with the industry. 
Having discussed them with the industry, the 
Government will set for the industry an 
EFL. 



Mr Speller 

4. I listened with some concern to all the 
phrases which involved words like 
“mechanism”, “discipline”, “controls”, 
“frameworks” and “targets”. Then, Mr 
Burgner, I think you said that the Treasury 
— and the Government, indeed — had no 
power to force compliance with a pricing 
policy onto the energy industries. We seem 
to have not so much a step-by-step as a side- 
by-side pricing policy for the main fuels at 
present, so that they are kept in some form 
of balance. You mentioned that a real rate 
of return of 5 per cent (which is a very low 
rate of return) is being sought as a general 
principle. If the principle is made by Govern- 
ment, as opposed to the Treasury, would the 
Treasury advise, and with what strength 
would they advise, to say that: if there is 
no power to force compliance, and if we are 
only really talking about disciplines, targets, 
controls, frameworks, none of which is 
obligatory, is there actually any great value 
in the Treasury having a function other than 
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saying, “We suggest a return on public in- 
vestment of X per cent should be sought”? 
Or are all these various disciplines and 
frameworks frankly trimmings rather than 
things of substance? 

(Mr Burgner.) I do not think they are 
trimmings. We see it as a coherent 
mechanism the basis of which is the principle 
of economic pricing which has been elabor- 
ated in a number of White Papers (the princi- 
ple that prices should reflect the costs of con- 
tinuing supply and earn a proper rate of 
return on capital). That is the basis of the 
financial target. The financial target is a 
medium-term target; it is supported — as is 
made clear in the written evidence — both by 
performance aims (which are a form of disci- 
pline on costs) and the external financing 
limit (which is a short-term annual cash con- 
trol). This seemed to the Treasury — and, I 
think, to the Government as a whole — to be 
a coherent framework of discipline which is 
an alternative, because market pressures are 
absent. They are obviously a second-best, 
but in the absence of market pressures, it 
is necessary to erect something which is — as 
I think you have implied, quoting the words 
that I have used — rather bureaucratic. None 
the less, we think that within the limitations 
of any such system, it does have a definite 
function. 



5. Can I press you on one point only? The 
question of using the phrase “economic pric- 
ing” as any economist would understand it, 
and the lack of market pressures, to me puts 
it into two completely different categories. 

I do not quite see how you can have econo- 
rpic pricing without market pressures, there- 
fore the Treasury is advising and the govern- 
ment is accepting or rejecting the advice. But 
the key point seems to me that I am not sure 
of the net product if the Treasury requires 
a return of so much per cent. What else are 
you able to do, except say, “We require so 
much return, never mind what the percent- 
age may be”? 

(Mr Burgner.) If I have understood your 
question correctly, can I take the first point 
about the market forces and economic pric- 
ing? Economic pricing, as I have defined it, 
would not require the apparatus that I de- 
scribe, were we in a position of market 
prices, because prices would reach that level 
on their own. It is in the absence of that 
that the result has to be one of looking at 
the sums, at the arithmetic. May I say, it 
is not the Treasury which suggests what 
prices should be. We are one of the parties 
Printed image digitised by the University of Southampton Libra 



to it, but the material comes from the in- 
dustry, and there are, as it were, three parties 
involved in that. As I explained at the begin- 
ning, the Treasury’s responsibilities in this — 
apart from our joint responsibilities with the 
other parties — are really twofold. One is to 
see that there is a framework which makes 
sense and which, to some extent, as best it 
can, provides the pressures and the disci- 
plines that would otherwise, from a competi- 
tive industry, be brought through the mar- 
ket. The second one (which I touched on in 
my introduction) is to take account of the 
claims that all the industries make collecti- 
vely on public expenditure and the PSBR. 
Those are, I think, the two distinctive Trea- 
sury roles. I am sorry, I do not know if I 
have answered your question. 

6. I will not waste time, but the other 
point was the question of fixing a percentage 
of return on the public investment, and why 
one has picked on this figure of 5 per cent, 
which I know carries on. Is there any sugges- 
tion of a change in that figure, as far as the 
Treasury is concerned? 

(Mr Burgner.) The figure was fixed at 5 
per cent real. It was fixed, I think, in about 
1978, with the White Paper. The intention 
was that it should be a medium-term figure, 
it should not be changed frequently. It was 
intended to relate to the opportunity cost of 
capital and broadly to reflect the rate of real 
return that the private sector was making. 
Since that time, obviously, the private sec- 
tor’s returns have both gone down and are 
recovering. We certainly keep an eye on the 
general level. If 5 per cent were seriously out 
of line with the trends in the economy, con- 
sideration would be given to changing it. 

Mr Rost 

7. Mr Burgner, would you accept that the 
purpose of the exercise is to raise more 
revenue and reduce the public borrowing ? 

(Mr Burgner.) No, I would not accept 
that. Certainly one of the Treasury’s interests 
is to take account of he effect of what is hap- 
pening on PSBR. But I suppose that the core 
or the kernel of the exercise is to set prices 
at economic levels, so as to give the right 
signals to consumers. 

8. But surely that would be a matter for 
the Department of Energy? That is not the 
business of the Treasury. Surely the responsi- 
bility of the Treasury is to raise revenue, and 
this is why this was done? I am not saying 
that it was necessarily good or bad ; I simply 
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want a straight answer to a straight question. 
The purpose of the exercise was to increase 
revenue, was it not? 

(Mr Burgner.) No, I am afraid I do not 
accept that. Certainly one of the Treasury’s 
functions is the level of the revenue, but they 
do not allow that function to distort the view 
they take about the correct level of prices 
in these industries; because the purpose of 
the pricing is not revenue-raising, it is to 
ensure that the level of prices neither consti- 
tutes a subsidy nor a tax, but it should give 
the right signals to the consumers who have 
to invest in the products of these industries. 

9. Surely this is a language which ordinary 
people just do not understand. The fact is 
prices were not required for that reason; they 
were only required because, in the national 
interest, it was thought desirable to raise 
more revenue. Could we not, for a moment, 
speak in a language people can understand? 
Can you explain why the Treasury did not 
decide to raise financial targets for the in- 
dustry rather than try and dictate as to 
whether prices should be increased? Is it not 
a direct disincentive to the industry to be 
asked to increase its profits and be told that 
it must increase its profits by increasing its 
( prices? Would it not have been more consis- 
tent with policies by this Government and 
policies towards improving efficiency in the 
nationalised industries to have set higher 
i financial targets for the industry and let them 
decide, providing them with a discipline for 
obtaining those higher targets in their own 
best way, preferably without increasing 
| prices? 

(Mr Burgner.) It is certainly true that 
when financial targets are set they embody 
a view of the pricing path that is consistent 
with economic pricing is seen at that point, 
at the point when the prices are set. Circum- 
stances can change. A financial target is is 
not sacrosanct. As I said in my introduction, 

> it is quite common for industries to over and 
under-shoot their target and Ministers will 
explain the reasons for it to Parliament. In 
some cases the reasons are not to the indus- 
tries’ discredit but are perfectly fair reasons. 
If, as in this case, the circumstances did 
change so that it seemed that a modest price 
increase such as was proposed was consistent 
; with the view that was taken when the finan- 
cial target was set Perhaps I might 

explain that. I have no doubt it sounds rather 
obscure. When the financial target was set 
it was set to be consistent with a freeze on 
prices. I imagine you are talking about the 



electricity price at the moment. It was consis- 
tent with a freeze in the first year and a 
further, small, real fall in prices in the second 
year. That is the price increase. The Govern- 
ment’s proposal for a two per cent price in- 
crease to the Electricity Council is consistent 
with that. Certainly it may lead to some 
over-shooting of the target but it is the pric- 
ing principle that is the important thing 
rather than the target; it is the framework 
in which it is embodied if circumstances have 
changed since the target was set. 

Mr Rost: You have not really answered 
my question but in so far as you have 
answered it you have said quite clearly that 
by implication the Treasury does not trust 
the electricity industry to run its own finan- 
cial affairs. 

Chairman: Would like to try to answer 
that question? 



Mr Rost 

10. Yes or no? 

(Mr Robson.). Maybe I could attempt an 
answer. It is quite right that we do seek im- 
provements in efficiency and reductions in 
costs from the industries in a way which, as 
you implied, would be entirely consistent 
with this Government’s policy. At the same 
time, whatever level of productivity they 
have achieved and are prospectively antici- 
pating, prices are related to those costs 
because the essence of economic pricing is 
that prices should be related to costs. What 
happened over the past two years is that the 
financial target was set on the expectation 
that, consistently with economic pricing, 
there would be a price freeze in 1983-84 and 
a price increase in 1 984-85, something below 
the going rate of inflation. This is entirely 
consistent with what has happened. 



Mr Leadbitter 

11. Mr Burgner, the financial framework 
is not coherent — I think that is the word you 
used — it does not make common sense — and 
that is the term you used. More than that, 
the Chancellor of the Exchequer is saying 
exactly the opposite to it in the Treasury as 
he said when he was Secretary of State for 
Energy, so he cannot have his cake and eat 
it either. Nor can we put up with obtuse 
answers in this Select Committee. The fact 
of the matter is that the industry’s position 
is this and its concern is related directly to 
its own viability, its own investment projec- 
tions and future energy provision for the 
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consumers of this country, domestic and in- Part of the Long-Run Marginal Cost for- 
dustrial. Therefore, there is a customer ele- mula is related to time scale. The non-avoid- 
ment to be considered. I put it to you for able cost formula relates to present power 
an answer to this first part of the question: stations, assumptions and valuations, and 

is it right that the industry' has made it clear, the other one is the net effective cost of the 
even now, even so long after the White marginal costs for new power stations to be 
Paper, that some judgements still have to be laid down. The Treasury has been party to 
made on interpreting the principles laid something quite obtuse. Apart from these 
down in the financial framework. If that is two polarised, indefinable elements, it is a 
the assertion of the industry — and that is remarkable, academic way of saying, “We 
what I am told it is — that is a sorry conse- are just going to have a guessing game.” You 
quence of what might apparently have been have now produced another element and 
an interesting, constructive dialogue between said, “We are not going for either one; we 
the Treasury, the Department of Industry are going somewhere in the middle.” In 
and the electricity service industries and the other words, when you get into a ruddy mess 
Electricity Council. So, there is a need for you do not know how to get out of it. In 
interpretation even now according to the in- the EFL part of the business, this is a useful 
dustry. Secondly, this industry believes that means for properly defining financial targets, 
once the financial targets have been set, they It applies a reasonable concept of cash 
should be permitted to run their course. That management, but the Government recog- 
is a very good business management conclu- nises the inter-relationships which do and 
sion to draw, so on these two matters, on should exist between financial targets, the 
the question of judgements still to be made, agreed capital expenditure and the EFL and 
do you agree with the industry’s assertion it should not take part in introducing major 
and do you agree that when the financial tar- conflicts between these elements which can- 
gets are set they should be allowed to get not be reconciled. The Cabinet row is not 
on with it? there for nothing. These highly intelligent 

(Mr Burgner.) On the first point, I am not men in the Cabinet have not been fighting 
absolutely clear at the moment what the in- like cats and dogs for nothing. I am putting 
dustry’s points refer to but what I think they this to you because these elements have not 
may refer to is the fact that concepts such been reconciled. What is your point of view 
as Long-Run Marginal Cost, which we look about that? 

at in considering economic pricing, need in- (Mr Burgner.) I agree that the elements 
terpreting in the light of projections of costs do need to be, and are, interlinked, and they 
in the industry’s situation. They constantly must not be inconsistent with each other, 
need looking at. They are not, in a sense. The Treasury’s interest clearly is to have 
rules of thumb. They need to be applied with what I described as a “tight EFL”, to 
discretion and sensitively so they are aspects diminish the outflow or to increase the in- 
not of the main building bricks of the frame- flow, depending on whether it is a positive 
work but what is inside the framework and or negative EFL. However, it does not push 
they need interpreting. Long-Run Marginal that to the point where it is necessary, for 
Costs are one of those things. On the ques- example, for an industry to increase its prices 
tion of whether they should be left to get beyond economic levels or to cut back in a 
on with it, in principle I agree. That is desir- damaging way on its capital investment. I 
able so long as there are no substantial, im- accept that all these things are interlinked 
portant changes which invalidate the target, and do need to be coherent. Within that 
Then it seems to me to stick to the target point, it is the Treasury’s interest to reduce 
through thick and thin is actually showing public expenditure and public borrowing, 
inflexibility which, it seems to me, is in no- However, as I say, we do keep a sense of 
one’s interest, neither the consumer’s nor the proportion; we do not let the needs of the 
industry’s. PSBR drive the system in a way that would 

distort the different elements. 

12. We will come to the latter part of the 

definition of what you just said later on. You 13. You have not answered the question, 

have referred to Long-Run Marginal Costs, you have only expressed what is desirable. 
That again is a term which is without defini- That is the summing-up of what you have 
tion. Indeed, the accountants brought in by said, Mr Burgner. Finally, I put to you that 
the Department to look at the whole ques- the Government should reaffirm that the 
tion of industry looked at a time scale of financial frameworks must be mutually con- 
15 years; it has now been altered to 30 years, sistent. I am making the assertion, certain 
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members of the Cabinet are making the 
assertion, the industry is making the asser- 
tion, that they are not mutually consistent 
with one another. Also it should accept the 
need for the measure of flexibility to recog- 
nise that the nationalised industries are large 
trading concerns which need some room for 
manoeuvre. From what has happened these 
past few weeks, bearing in mind the need 
for flexibility, bearing in mind the need for 
mutual linkages between the levels of finan- 
cial targeting, investment and EFL, are you 
I satisfied that in point of fact the industry is 
being given room for manoeuvre? If you are, 
would you try to explain why they are so 
ruddy angry about it all? 

(Mr Burgner.) I do not think I can com- 
ment on the industry’s attitude, Mr Chair- 
man. I understand that you will be question- 
ing the industry, and they have put in written 
» evidence. I think they must be allowed to 
speak for themselves. If one looks back over 
the way the system of EFLs and financial 
targets has been administered and how it has 
been run, it is difficult to argue that it has 
been done inflexibly, as far as the EFL sys- 
tem is concerned. There are many instances 
of EFLs being increased during the year, 
when circumstances made it in appropriate 
to keep them at the existing level. So I do 
not think I would agree that the industries 
are put into a tight position where there is 
no room for them to move. Clearly, there 
are very complex issues involved, and there 
is a great deal of discussion and argument 
before one can be clear as to what the right 
points are, where to fix the elements in the 
framework. But I think that when it is done, 
it is done very much with an eye on the sorts 
of points that you have made. 

14. Mr Burgner, you have admitted that 
what has happened has put the industry in 
a position where it has not got room for 
manoeuvre. That is what you really said. The 
other thing you said was that the industry 
would be in a position to answer for itself. 
I was not talking to the industry. I am talking 
to you , as the Head of Public Enterprise 
Group. I am asking you. Do not pass the 
buck. The Foreign Office is better at that 
than you are! Will you please answer the 
question? Bearing in mind what you have 
heard in the discussions, bearing in mind the 
row in the Cabinet, bearing in mind the com- 
plex but nevertheless pertinent sense of anger 
and concern in the industrial journals 
throughout the country, do not you agree 
that the present situation has succeeded in 
not giving this industry a room for 



manoeuvre, it has succeeded in denying the 
industry its best judgement about what it 
should do for its customers? Do not you feel 
that the Treasury has been party to that 
awful situation? Just say whether you agree 
or do not agree. 

f'Mr Burgner.) I cannot agree to that, no, 
I am sorry. 

fMr Robson.) Perhaps I could say some- 
thing about that point, Mr Chairman. The 
underlying problem is that there are very dif- 
ficult issues here. I think that we would not 
seek for a moment to deny that. We would 
wish dearly that they were not difficult and 
that they were not complex, and that long- 
run marginal cost pricing sprang quite 
clearly from some very simple formula. 
However, it does not, and we have to face 
up to that situation and do the best job we 
can in the Treasury. The situation that we 
faced this autumn was that the financial tar- 
get had been set for the industry. Events had 
changed, which meant that that financial tar- 
get was going to be achieved without prices 
being set at what we felt were economic 
levels. There was a clear conflict: do you still 
stick with the financial target, or do you stick 
with economic pricing? Clearly, different 
people apparently had different feelings 
about which of those took priority. For the 
reasons that have been spelt out already, 
because the Treasury shows a keen interest 
in the allocation of resources within the 
economy and about providing the right sig- 
nals to consumers, our view was that econo- 
mic pricing was the more important of the 
two. But all I am really trying to say is that 
there are very difficult issues. There was a 
particular conflict — not of our making — in 
the tension between financial targets and 
economic pricing, and a choice had to be 
made. It is just a difficult world. Some deci- 
sion had to be taken. 

Mr Leadbitter: You are right on that; it 
is a difficult world. 

Mr Hayward 

15. You just referred to the question of 
the price increases and economic pricing. 
There are really three parties to the dispute : 
the electricity supply industry, the Depart- 
ment of Energy and the Treasury. Can I have 
it clearly understood, for the Committee’s 
benefit, whose view was it that prices should 
go up by two per cent; which of those three 
parties ? 

(Mr Robson.) When you ask questions 
like that, it is suggesting that when a decision 
comes out of the wash at the end of the day, 
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someone can be picked out as actually hav- 
ing predominated! The question was asked 
at one stage about who is the adviser to the 
Secretary of State on electricity matters — is 
it the Chairman of the Council or whoever 
it was who was quoted ? The answer is that 
yes, he is an adviser to the Secretary of State, 
but no doubt within his Department he has 
other advisers, and other people are giving 
advice around the place too. So that question 
is unanswerable, I am afraid. 

16. Can I pursue it and hope that it is not 
quite unanswerable! You said, before I 
started asking questions, that there was 
really two viewpoints : one was an economic 
pricing viewpoint, and there was an alterna- 
tive viewpoint. Which viewpoint, on balance, 
did the Treasury hold? Which viewpoint, on 
balance, did the electricity supply industry 
and the Department of Energy express to 
you that they favoured? 

(Mv Robson.) Our view was, undoubtedly, 
that economic pricing took priority. You are 
going to take evidence from those two other 
bodies, so you can ask them where their 
priority lay. However, from what I read in 
the press anyhow, it would appear that the 
electricity industry took the view that the 
financial targets took precedence. 

17. So we have actually established, I 
think, that that question is not unanswer- 
able. The Treasury took the view that econo- 
mic energy pricing was, on balance, more im- 
portant; and at least the electricity supply 
industry felt that the financial targets were 
more appropriate. Can I follow that up by 
asking you this: if the electricity supply in- 
dustry, at the end of the day, refuses to 
accept your judgement (that is, that there 
should be a two per cent increase), what 
happens? 

(Mr Robson.) Happily, it is not my judge- 
ment, it is the judgement of Cabinet, and 
one can only wait and see. As I understand 
it, the Electricity Council have actually today 
recommended a two per cent increase to the 
regions. 

Mr Leadbitter: Mr Chairman, on a point 
of order, I lay great store, as you know, on 
the procedural correctness of how we con- 
duct our business here. That means, of 
course, that we must be persistent on the cor- 
rectness of the evidence that is before us. I 
do take the strongest objection — and I want 
it on the record — to the fact that, as I under- 
stand it, Mr Robson has just said, about the 
differences of view which have been asked 
of him, that that is what he gathers from 



the press. I do not believe, Mr Chairman, 
that the Select Committee should be treated 
in this manner. The Treasury is privy to these 
consultations, it does know what is being 
said. I think it should be frank and honest 
to the Select - Committee, and not tell us its 
views about the press but tell us, in strict 
response to our questions, what it gathers 
from its experience from its own consultative 
meetings. I think that that is the least we 
should ask of the Treasury. 

Chairman 

18. I am sure that our witnesses will take 
note of Mr Leadbitter’s comments. We are 
not interested in second-order opinions, we 
are interested in the hard facts of this situa- 
tion. That really is going to bring me to a 
question of my own, Mr Robson. If there 
is a difference of view on what is economic 
energy pricing, between the Treasury, the 
Department of Energy and either of the 
major nationalised industries concerned, 
whose judgement, in your opinion, should 
prevail? 

(Mr Robson.) I think that the judgement 
of Cabinet should prevail. 

19. You feel that the Cabinet should be 
the organisation which resolves the differ- 
ence of opinion? 

(Mr Robson.) The Cabinet is, in the end, 
the organisation which resolves differences 
of opinion if they exist between Government 
Departments and between Ministers. 

20. In this particular case, whose judge- 
ment prevailed? 

(Mr Robson.) The judgement of Cabinet. 

21. As to the advice given by the indus- 
tries, the Department of Energy and the 
Treasury, which judgement prevailed? 

(Mr Robson.) This is a question we started 
on a while ago. This is an imponderable 
question because what came out at the end 
of the day was a decision from Cabinet for 
there to be inputs from several quarters. 

Mr Hayward 

22. I understood from the second answer 
I got that I was told that on balance the 
economic pricing viewpoint was that 
favoured by the Treasury. Shall I use the 
words that Mr Burgner used earlier on? “A 
coherent policy was the one favoured by the 
electricity supply industry.” 

(Mr Burgner.) One of the difficulties is 
that we can speak on behalf of the Treasury 
and would like to help the Committee as 
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much as possible. We are in difficulties where 
we are asked “What was the Department of 
Energy’s view?” and “What was the in- 
dustry’s view?” You are going to see the 
Department and, in the case of the indus- 
tries, we do not deal with them directly. We 
have to rely on what other people tell us very 
often. 

23. If you say that you are commenting 
purely from your own point of view, would 
you accept an assertion, if I made it, that 
the electricity supply industry did not favour 
economic pricing policy? 

fMr Robson.) If you make it, we are pre- 
pared to believe it but it is true that we have 
not met the people from the electricity in- 
dustry that you will meet in the next few 
days. They deal with the Department of 
Energy. That is their responsibility. 



our information is that the electricity Board, 
while having generally acquiesced — or they 
were not consulted — said they would try to 
achieve this in their own way and the infor- 
mation was they might even conceivably do 
it by the favourable supply costs they were, 
having mainly from the NCB and the wage 
rates and everything else which they are anti- 
cipating. If they have now agreed to a two 
per cent increase, surly this will be another 
over-shoot of the £740 million and an in- 
crease of two per cent they did not want or 
is absolutely necessary. 

(Mr Burgner.) I am not sure I recognise 
one of the figures Mr Concannon has men- 
tioned; that is, the £350 million increase and 
I wonder whether you are referring to the 
difference between the EFL in the current 
year which I think is minus 41 8 and that for 
next year which is minus 740. If that is the 
point, perhaps I can answer. 



Mr Concannon 

24. We would not be here today if the 
External Financing Limits had not been in- 
creased. While I can accept things move 
within departments, they do not move to the 
extent, in such a short time, that the External 
Financing Limits for the Electricity Board 
are increased by 77 per cent and this is what 
happened. What happened in that short 
while increased the estimated requirement 
for 1984-85 of £350 million until the Chan- 
cellor’s statement of Tuesday 17 November 
1983 to increase it to £740 million. I will take 
it that what you have said now is that they 
have agreed to increase the price by two per 
cent. If they have agreed to increase the price 
by two per cent, this means that there is 
going to be an over-shoot on that £740 mil- 
lion. By my calculations and everything I 
have in my papers, this means there will be 
an over-shoot of £740 million. From some 
of the papers I have, the Electricity Con- 
sumer Council was saying that even on £740 
million, which they have not been consulted 
about, it seems an arbitrary figure plucked 
out of the air, as one of those figures which 
came with the External Financing Limits of 
the industry, where the Chancellor clawed 
back £866 million from the nationalised in- 
dustries. If this is a policy decision, it is a 
policy decision and if it is a policy decision, 
let’s say so and we can all get off home and 
we will have done our job. I want to know 
what happened in that short time between 
the estimates for the electricity industry of 
£350 million for 1984-85 to the Chancellor 
making a statement that he was upping it 
to £740 million. What I am saying is that 



25. That is not the point. On the estimated 
requirements for 1984-85, I have a figure 
here of £350 million given in the electricity 
supply industry medium-term development 
plan. I can accept things can move and you 
must look at this figure including the one 
for this year. What happened between that 
time and the Chancellor of the Exchequer’s 
statement on 17 November 1983 when that 
figure goes up from £350 million to 
£740 million? 

fMr Burgner.) I am not sure whether one 
of my colleagues can answer this because I 
am not familiar with the figure. It certainly 
was not an External Financing Limit. The 
only EFL that was announced was the later 
figure that you mentioned. 

fMr Robson.) Basically what has hap- 
pened between 1983-84 and 1984-85 is that 
profits this year are higher than expected so 
that for 1983-84 the electricity industry is 
expected to under-shoot its EFL. That high 
level of profits is also expected to continue 
into 1984-85. On top of that, there is 
expected to be some lower investment in 
1984-5 than previously expected, mainly due 
to the slippage of Sizewell. Also, interest 
payments are going to be somewhat lower 
and there is going to be some change in the 
run-down in working capital. Those are the 
main factors going on between the two years 
and within 1984—85. 

26. You just said you expect the Electri- 
city Board to under-shoot this year. My in- 
formation is that they are going to over- 
shoot this year. 



Printed image digitised by the University of Southampton Library Digitisation Unit 



40 



MINUTES OF EVIDENCE TAKEN BEFORE 



19 January 1984] Mr T U Burgner, [ Continued 

Mr S A Robson and Mr GACD Houston 



[Mr Hayward Contd .] 

(Mr Robson.) That is a semantic point 
about over or under because of the minus 
signs attached to it. 

27. They are going to pay to the Treasury 
more than the estimates. 

(Mr Robson.) Basically, they are going to 
deposit with us £1 70-odd million more than 
the EFL. 

28. So it is an over-shoot as far as they 
are concerned? 

(Mr Robson.) What I am saying is that 
the higher profits which generated that this 
year are expected to carry through into next 
year which means they will need less in the 
way of external financing next year. On top 
of that there will be lower interest payments 
and some change in working capital. 

29. Could you not accept that the Electri- 
city Board — and surely this is what the row 
has been about — might even have found the 
£740 million without increasing their prices? 

(Mr Burgner.) The point about the £740 
million was that it was not fixed at that level 
simply as a public expenditure target. The 
price increase is one that the Government 
thinks necessary in order to keep prices 
broadly speaking in line with Long-Run 
Marginal Costs. Our fear was that if you had 
had a price freeze for a second year in succes- 
sion, the consumer would have been faced 
with the necessity of rather a sharp price in- 
crease in 1985-86. If their is to be an increase 
it is much better to have a gradual price path 
than one that has rather sudden ups and 
downs. That being so, it seemed to us right 
that there should be a very small price in- 
crease in 1985-6. It amounts to an increase 
a good deal less than the expected rate of 
inflation. It was building on that that we got 
to an EFL of minus 740. It was the product 
of that and looking at their investment pro- 
gramme and a number of other factors. It 
was not the case that the EFL was plucked 
out of the air, which they could then simply 
meet with a price increase. 

30. So it was the government who said it 
was necessary to increase the prices by 2 per 
cent, not the industry? 

(Mr Burgner.) It is certainly a Govern- 
ment proposal to the industry that there 
should be a two per cent increase in price. 



could expect to get back more than £740 mil- 
lion next year and could expect £800 million 
to £1,000 million? 

(Mr Robson.) If they had set out to do 
better than we have anticipated at the 
moment, that is correct. They have put some 
evidence to you on this point, in paragraph 
23 of their written evidence where they set 
out the reasons that they had in mind for 
thinking that they could achieve the £740 mil- 
lion without increasing prices. If you actually 
look at those reasons, they do not amount 
to saying that there were things they clearly 
saw that would happen which would enable 
them to generate that extra cash. There are 
three reasons they give. One is that there is 
some tolerance surrounding EFLs, so that 
it would possibly come out “all right on the 
night”. Secondly, they stress the importance 
of cost control within the industry, but they 
were not actually suggesting at that point 
that there were any more cost savings to be 
had. They never suggested that to us. 
Thirdly, they said that the area board 
chairmen find it difficult to accept a price 
increase. Those are all valid considerations, 
but none of them leads one to conclude that 
they are actually going to be able to deliver 
the EFL. 

33. They delivered it this year and the year 
before. They have more than delivered it this 
year, have they not? 

(Mr Robson.) That is right, but the rea- 
sons they have more than delivered it this 
year are already taken into account in setting 
the £740 million, because, as I was saying, 
the higher profits this year are reflected in 
next year’s higher profits forecasts too. 

34. If you have trusted them this year and 
the Treasury has got more out of it than anti- 
cipated, why can you not trust them next 
year? 

(Mr Robson.) We have trusted them both 
years. We have trusted them this year, and 
they have produced an outcome well within 
the EFL, in the sense that they have not 
required more money from us, and they have 
accepted the EFL for next year. It is a ques- 
tion of firstly pricing policies consistent with 
economic pricing, and secondly a strategy 
for the industry, which looks as though it 
is going to deliver that EFL. 



31. This means an extra £100 million? 

(Mr Robson.) Yes, a little more. Chairman 

35 - Mr Burgner, is the essence of what 

32. bo it the industry says that it could you are telling the Committee that in no cir- 

have managed £740 million, the Treasury cumstances can the EFL ever really be used 
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to force a price increase on the industry; that 
it is always a consequence of the whole of 
the rest of the range of economic forces oper- 
ating? It seems to me, if you are arguing that, 
that it rather stretches our understanding of 
this question beyond reason, because evi- 
dently there must be a point, if you set a 
target for an EFL beyond a certain limit, 
where the only way in which the industry 
can meet that target is by increasing prices. 
Would you agree with that? 

("Mr Burgner.) That is quite correct, Mr 
Chairman. The point is that the EFL is the 
financing requirement and is the product of 
looking at a number of factors. The need 
to set prices at economic levels is one of 
them. Once the external financing require- 
ment, as it were, has fallen out of the sum, 
it is not one precise figure, it will be around 
a range. Certainly it is in the Treasury’s in- 
terest, as I said earlier, to ensure that the 
EFL is set as tightly as possible, but it is 
not the Treasury’s intention to set it at a level 
which forces the industry above economic 
prices. Certainly if we set it too high, the 
industry would have to do something which 
was damaging commercially (either cut back 
its investment programme, or set prices at 
too high a level, so that they constituted tax). 
That is not the intention of the system. 

36. So that the essence of what you are 
saying is that the hardcore of this judgement 
is the judgement about what is or is not 
economic pricing for electricity or gas, in the 
circumstances of the time, and the EFL is 
entirely a consequence of that judgement? 

( Mr Burgner.) The EFL is largely a con- 
sequence of that judgement. You are quite 
right that the core of the decision is that it 
is built around economic pricing. That is the 
core. One will then look at a number of fac- 
tors (for example, what can the industry do 
to control its costs?). It would be wrong to 
pretend that the EFL is simply a mathemati- 
cal product of feeding in certain figures. 
There are judgments about what it is reason- 
able to expect the industry to do by way of 
efficiency. You look at their capital pro- 
gramme, to see what is the likely size of it, 
or if there will be slippage. All these judge- 
ments come in. But it is not the intention — if 
I can repeat the point — to fix the EFL at 
a level which would drive prices beyond what 
the Government thinks to be economic 
levels. 

(Mr Houston.) I was going to add an 
extra point, following what Mr Burgner has 
said. The higher EFL in this particular case 
was consistent with a lower level of prices 



in real terms than was judged to be economic 
at the time the financial target was set. That 
is where we came in on saying that we were 
regarding the economic pricing as being the 
most fundamental part of the deal. But we 
are not talking about pushing up the econo- 
mic price above the level that was decided 
upon as being reasonable when the financial 
target was set. We are talking about a lower 
level in real terms that was decided upon at 
that time. So the higher EFL in no way has 
raised the price above what was judged to 
be economic at the time the financial target 
was set. 

37. Mr Houston, would you say that the 
Committee was wrong in having the impres- 
sion which I think we may have, that had 
it not been for this EFL the two industries 
concerned would indeed have liked to have 
lowered their prices in real terms farther than 
they have done so? 

fMr Houston.) That comes back to the 
point Mr Burgner made about the path into 
the future, as to whether it is appropriate 
to have prices moving up and down. The pre- 
ference of the Government was for having 
a smooth progression of prices. The confu- 
sion, I believe, stems largely from certain dif- 
ficulties in this. Much of the difficulty in this 
particular case stems from the fact that the 
changes which occurred in costs were not ele- 
ments which entered into the judgement 
about the economic price. Thus the lower 
costs did not alter the reasoning behind the 
level of economic prices that was decided 
upon. 

Dr Clark: On a point of order, I would 
like to follow up Mr Leadbitter. There is no 
attempt there to answer your question, no 
attempt at all. 

Chairman : Thank you, Dr Clark, but we 
will have to leave that to my judgement. 

Mr Barron 

38. Could I say that it seems quite amaz- 
ing to me that the Treasury are actually say- 
ing now that they do not want to leave any 
price rise, and they want to get this 2 per 
cent increase that they have announced 
today. They assure us of being able to suffer 
from the consequences of gas and electricity 
price rises, if the year 1983-84 were to hold 
steady. We have had a decade before that 
of some massive increases in gas and electri- 
city prices that we have had to sustain. I 
would like to go back to what has happened 
between November 1983 and January 1984. 
When the Under Secretary of State at the 



rinted image digitised by the University of Southampton Library Digitisation Unit 



42 



MINUTES OF EVIDENCE TAKEN BEFORE 



19 January 1984] Mr T U Burgner, [Continued 

Mr S A Robson and Mr GACD Houston 



[Mr Barron Contd .] 

Department of Energy was answering a 
question in Parliament in December last 
year, in relation to the Government’s an- 
nouncement of the external financing limits 
and the fact that many commentators had 
interpreted it as being a decision on gas and 
electricity prices, he said : “In fact, this is not 
the case. The prices are determined by the 
industries concerned, and the Government 
have neither the power nor the wish to im- 
pose price charges on the industries”. I think 
that what the Treasury is telling us today 
— and I go back to what Mr Rost said earlier 
— is that, in effect, by not sticking to external 
financing limits and other means of asking 
the industry to find this money, and by say- 
ing that economic pricing has got to go up, 
they are raising revenue ; that they are raising 
public borrowing revenue from the electicity 
supply industry that did not favour that that 
was to go on. It seems to me that really we 
have got to answer the question now in this 
Committee (and it has been asked before). 
Is not it the case that the Treasury has won 
the argument; that the Treasury is in a posi- 
tion of putting these price rises on for mil- 
lions of consumers in this country ; and that 
the industry itself did not want it, back in 
November? 

(Mr Robson.) This goes back to the point 
we were on a while ago, which is that there 
was this conflict between economic pricing 
and the financial target. A decision had to 
be taken on which took priority. Our view 
was, because of the importance of economic 
pricing for getting the right consumer signals 
and the right allocation of resources of the 
economy, that that took priority. It was not 
for reasons of PSBR or for revenue-raising; 
it was because of that view of the priority 
of the economic pricing level that we took 
the view we did. 

39. It is true, is it not, that it would have 
the consequence of raising the actual revenue 
on the estimates you have done? 

(Mr Robson.) That is true, but we have 
also pursued economic pricing in circum- 
stances where it has not raised revenue. 

(Mr Houston.) For example, the coal 
industry. 

(Mr Robson.) An example of that would 
be the pricing of coal which is supplied to 
the electricity industry. As a result of a deci- 
sion that this should reflect economic pric- 
ing, the price of coal charged to the Central 
Electricity Generating Board has been 
moved and now linked to import prices. 
That does not help the Treasury; that in- 
creases the amount of deficit grant that has 
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to be paid to the Coal Board. We pursue 
economic pricing not just where it happens 
to coincide with revenue raising but also 
where it works against that. 

Mr Concannon 

40. On the supply of coal, to the industry, 

I thought this was a contract between the 
NCB and the CEGB and not the NCB, the 
Treasury and the CEGB. 

(Mr Burgner.) That is quite correct. The 
price that the CEBG pays the NCB directly 
affects the NCB finances and since the NCB 
gets a lot of money from the Government, 
if the NCB finances deteriorate, the grant 
will be greater. The effect of the commercial 
agreement is to feed straight back. Here, the 
Treasury supported economic pricing even 
though they were the loser. 

Dr Clark 

41 . We have established that in the price 
increases that are and have been announced, 
of the two considerations, the two reasons 
for the price increases — the financial target 
or economic pricing — we have established 
that the economic pricing took priority over 
the financial target. Could you please let us 
know what is meant by “economic pricing”, 
because we have talked about it a lot and 
I dare say we will talk about it more, I think 
it is important to know what it is. I can think 
of five or six constituent parts to that : either 
economic pricing can mean prices that can 
give an adequate return on investment, or 
it is the price that is nationally economic or 
it is the price that is competitive with other 
fuels or the price a customer can afford or 
it is the price that has international economic 
bearing or it is the price we can stand as 
far as the RPI is concerned. If you should 
say, as you might, that it is a bit of all six, 
can you say which one predominates? 

(Mr Houston.) The main public texts on 
what we mean by “economic pricing” are 
the White Papers of 1 967 and 1 968 that set 
out our descriptions of it. The core of econo- 
mic pricing is certainly Long-Run Marginal 
Cost which was defined in the 1967 White 
Paper as being the cost of supplying on a 
continuing basis those services whose separ- 
ate cost is a practical provision. This in- 
cluded provision for fixed cost of the replace- 
ment assets needed for the continued provi- 
sion of services, together with a satisfactory 
return on capital employed. Although that 
is, in the long-term, the most important con- 
sideration, economic pricing goes rather 
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wider than that because as the White Paper 
has acknowledged, in a market consideration 
you might have to go above or below. In 
the case of gas, recently there was a shortage 
of gas and, as the Department of Energy’s 
previous statement to this Committee in 
1980-81 emphasised, there was then a case 
for charging a premium above the Long-Run 
Marginal Cost. In the case of electricity, at 
the moment there is a surplus of capacity 
and therefore there is a market reason for 
dropping below the Long-Run Marginal 
Cost. Those are the principal economic con- 
siderations to be taken into account. We 
thought that the discussion on this issue in 
the CEGB submission which you have just 
received was a very good exposition of the 
sorts of issues which were involved which led 
them and ourselves to conclude that the level 
of pricing proposed was in the middle of the 
range of economic pricing that one could 
argue about. There is a range. One has to 
admit this is nothing precise and the whole 
point of our earliest suggestion was to say 
we have not changed our view about what 
the economic pricing is through the changes 
in the EFLs which have occurred, 

Chairman 

42. I would like to move to a few ques- 
tions relating specifically to the gas industry, 
and to begin by asking you about the finan- 
cial target for the gas industry for the period 
of 1983-84 to 1986-87. This was not 
announced until 19 December last year, eight 
months into the financial year of the target 
period. In view of the importance attached 
to the financial target, can you tell the Com- 
mittee why there was such a delay in formu- 
lating it in this instance? 

(Mr Burgner.) The principal reason was 
that Deloitte’s were at the time, for much 
of the intervening period, undertaking a 
wide-ranging efficiency study into BGC’s 
operation. It would have been wrong to sot 
a financial target until they had completed 
their review and the Government had had 
an opportunity to review what they said. As 
our written evidence makes clear, the finan- 
cial target and the performance aim that was 
set has taken account of some of the cost 
savings which have been identified in the 
Deloitte’s report. 

43. Can you tell us how the gas industry’s 
financial target is normally determined? Is 
it as a rule determined on the receipt of exter- 
nal advice, such as the Deloittc’s Report, or 
is this rather a special case? 



(Mr Burgner.) I think I am right in saying 
this was a fairly special case. It is not usual 
to employ consultants every time a financial 
target if fixed. 

Mr Rost 

44. Why is British Gas’s financial target 
and its performance objective so different 
from that of the electricity supply industry? 

(Mr Burgner.) There is no particular rea- 
son to think that the figures will work out 
the same. Each one is very dependent on the 
circumstances of the industry, on calcula- 
tions of the asset base and the flow of 
revenue. It would be remarkable if very simi- 
lar figures came out. 

45. You told me in reply to my earlier 
questioning that the intervention of the Trea- 
sury in the electricity supply industry’s profit 
target and pricing policy had nothing to do 
with the Treasury requiring more revenue. 
Would you say the same about the Trea- 
sury’s intervention in gas pricing policy over 
the past three years and currently? 

(Mr Burgner.) The main feature of gas 
pricing policy over the last three years has 
been these very large increases in price due 
to the fact that domestic gas has been so 
much below economic levels, which is the 
result of it being held down some years ago 
under a different policy. That is the main 
determinant for what has happened. 

46. I am trying to get some consistency 
in the answers. You are saying yes or no? 

(Mr Burgner.) I am saying the desire to 
get economic pricing was the motivating 
force. 

47. And not the objective of achieving 
revenue, so there has been no intervention 
by the Treasury in gas pricing with the objec- 
tive of achieving revenue? 

(Mr Burgner.) That is correct. 

Mr Malone 

48. You said in your initial comments to 
the Committee that when prices were being 
determined there were two things that were 
looked at. The first was cost of supply and 
the second was an adequate return on capi- 
tal. It seems to me and I think this is 
probably as relevant to gas pricing as it is 
to electricity pricing that you have intro- 
duced this other factor, which is the question 
of economic pricing. Would it be unfair of 
me to suggest to you that economic pricing, 
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although it is a fairly pleasant and innocuous 
term, is another way of saying that you 
simply seek a price increase if you think the 
market can bear it or would that be an unfair 
way of looking at the way economic pricing 
had been applied, in this context 
particularly? 

(Mr Houston.) Where we can rely on the 
market, we rely on the market but for the 
definition of economic pricing the whole dif- 
ficulty, as was said earlier, is that in large 
parts of these industries there is a significant 
element of monopoly and we have to fall 
back upon more general economic principles 
for determining the appropriate level. That 
was the main burden of the White Papers 
on the subject, as to how to fall back where 
there is not a market on other principles 
which are cost related, including the operat- 
ing cost of capital, which is equally a cost. 

49. I can quite follow that but is it not 
the case that, having applied a collective 
mind to these criteria in the past, targets 
were fixed and now the case is that these 
targets have been changed. What this 
Committee is trying to determine is what 
happened in between the original fixing of 
targets and the changing of targets. 

(Mr Houston.) Are you talking about 
electricity? 

50. Gas as well. 

(Mr Houston.) In the case of electricity, 
the view taken about what was an economic 
price did not change at all between the fixing 
of the financial target and the fixing of the 
740 million EFL. Consistent with the 740 
million EFL is a slightly lower real price than 
was judged to be the economic price when 
the financial target was set. The same conflict 
I do not think arises in gas so I do not think 
I quite follow. 



Mr Concannon 

51. Looking at the papers I have, is there 
a difference in the way you make up the 
EFLs for the electricity industry and the gas 
industry? I will tell you why I ask that. The 
two papers we have seem to contradict each 
other. One of those is from the electricity 
industry who are anticipating paying back 
to the Treasury £170 million more than they 
were expected to pay back this year. What 
they are saying in there is that they cannot 
use that £170 million, it just goes into the 
Treasury and is held, and they cannot use 
if for the next year to offshoot some of the 



£740 million. However, from the gas in- 
dustry we have a paper saying that they are 
on their financial targets ; that this is on the 
basis that the cash remains with the Corpo- 
ration for the future requirements of the in- 
dustry and the benefit of gas consumers. If 
that is so for the gas industry, why cannot 
this be so for the electricity industry? 

(Mr Burgner.) I think the difference is 
that the gas industry has repaid all of its 
debt, therefore when it makes a payment to 
the Government of a negative EFL, as it 
were, it invests it into the National Loans 
Fund or elsewhere in the public sector and 
receives a rate of interest. It is their money, 
and they have paid it, but it has helped the 
PSBR. In the case of the electricity industry, 
they still have debt to repay, so I imagine 
that what they are referring to is that they 
would use that money to repay debt, and 
it will no longer be available to them. 

52. So what you are saying is that once 
the electricity industry has repaid its debts — 
which it anticipates doing by 1989-90 — then 
it no longer becomes a repayment to the 
Treasury, it becomes a loan to the Treasury? 

(Mr Burgner.) It will be on the same basis 
as the gas industry. 

53. They can get interest on it? 

(Mr Burgner.) They can get interest on 
it, and they retain the title to the money. 
Clearly, the EFL prevents them from draw- 
ing down on it at will, but they will be in 
exactly the same position as the gas industry 
is in now. 

54. If they have paid it all back, then 
surely this is a levy on the gas industry, 
having to pay this into the Treasury? This 
is some kind of a levy on the gas industry, 
in that they are loaning you money, but you 
are fixing the target of how much money they 
have to loan to you each year? 

(Mr Burgner.) That is correct. The EFL 
is fixed. It is a negative figure. Since they 
do not repay debt, they pay that money to 
the Treasury as a loan on which they get 
interest. 

55. Why should they have to pay it at all, 
if they have paid off their debts? 

(Mr Robson.) That is the money, of 
course, that is generated by charging the 
prices that are currently being charged for 
gas, and it generates a cash surplus. 

56. So, in effect, what you are telling us 
is that even when the electricity industry has 
paid off all its debts by 1989-90, it will still 
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have EFLs settled by the Treasury or the 
Cabinet, whoever you might think, and it 
will still have to loan to the Treasury this 
money? 

(Mr Robson.) That is correct, yes. 

57. So they do not win? When they have 
paid off the debts, they still do not win, they 
are still under the Treasury for paying their 
EFLs at figures you produce? 

(Mr Robson.) The question is not one of 
“do not win” ; it goes back to the whole pur- 
pose of the framework, which is to try to 
generate something as a proxy for the lack 
of a market-place in which these industries 
operate. If these industries are working in 
the competitive market-place, they face cer- 
tain pressures — pressures to reduce costs, 
pressures to charge certain levels of price. 
The framework that we have attempted to 
put in place is to try to generate similar sorts 
of pressures. One could say that if we took 
away that framework entirely, then they 
would win, in a sense, and that they would 
be a monopoly with monopoly powers, able 
to do whatever they wanted, to put up prices 
orw'hatever they wanted to do. But certainly 
they would be free of many of the pressures 
that most companies in this country face. 

58. But they would also be free to be able 
to put down prices? 

(Mr Robson.) They would be able to be 
free to do anything they wanted to do. 

(Mr Burgner.) Perhaps I could say that 
it was the Public Accounts Committee which 
suggested to the Treasury that they had to 
find a mechanism for extracting cash from 
industries which had repaid all their debts, 
simply from the point of view of getting a 
proper discipline on them. 

59. I should think, more than a proper 
discipline; I should think it is a Government 
levy. 

(Mr Houston.) But it is the equivalent, I 
would suggest, of a commercial firm having 
to pay dividends and an economic rate of 
return on its money. 

60. Or corporation tax? 

(Mr Houston.) They already pay corpo- 
ration tax. That is not a problem. But after 
the debt has been repaid, there is no 
mechanism equivalent to the commercial 
mechanism of having to pay dividends. 

Mr Concannon: I can hardly see the dif- 
ference of why they should want to repay 
their debts so quickly — which I understand 
the electricity industry wants to do, to repay 
Printed image digitised by the University of Southampton Lit 



its debts quickly — when, in effect, all that 
happens is that instead of the repayment of 
their debts, they are loaning money to the 
Treasury. 

Chairman 

61. I think the Committee is now fairly 
well seized of this. There is just one aspect 
of it, though, Mr Robson, on which I would 
like your view. Is there any real fiscal differ- 
ence between a compulsory loan from a tax- 
payer and a compulsory EFL from a 
nationalised industry which has paid all its 
indebtedness off, in fiscal terms? 

(Mr Robson.) In fiscal terms, I think 
there is not difference between a control on 
public expenditure, wherever it lies on one 
side of the account, and a receipt from tax- 
payers on the other side, in terms of the im- 
pact on the PSBR. Whether that control of 
public expenditure is being exercised on a 
Government Department’s wage-bill or 
nationalised industry’s EFL, the impact is 
the same. The control holds one element of 
the public expenditure side of the accounts, 
just in the same way as your or my taxes 
contribute to the revenue side of the 
accounts, and they both benefit the PSBR. 

Mr Leadbitter 

62. When you were considering the 
BGC’s financial target, what were the ele- 
ments and the estimates of the Long-Run 
Marginal Costs that were in your mind at 
the time? 

(Mr Robson.) The most recent estimates 
of Long-Run Marginal Costs for the gas in- 
dustry are those published in Deloitte’s 
report which is appended to the evidence 
which the Department of Energy put to you. 

63. Are you aware that the British Gas 
Corporation, of course, is rather cautious? 
Particularly when they are threatened from 
another Hank at the moment, “cautious” 
may well be a prudent term to suggest that 
they are possibly worried about the value of 
Long-Run Marginal Costs as a pricing prin- 
ciple. Are you aware of that? 

(Mr Robson.) Yes. 

64. Why do you persist in using Long- 
Run Marginal Costs, apart from the fact, as 
I have already indicated, of the difficulty of 
defining, because of the preponderances, the 
method of costing, the non-avoidable costing 
principle, or the net effective costing prin- 
ciple, or the timescale element, including 
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each of them — or, indeed, both of them — as 
they may be used as a string in the deter- 
mination of LRMC? Why do you persist in 
it, when we are dealing here with an extract- 
ing industry? 

(Mr Robson.) We persist in using it, 
because we think that this is the right princi- 
ple on which to base pricing in these indus- 
tries, and it should give the right signals to 
consumers and lead to the best allocation of 
resources in the national economy. 

65. Yes, but that has not answered the 
question. I know how you think that is taken 
for granted — Rothschild’s famous assertion: 
“It is understood”. We know how you think, 
but why do you persist in your thinking 
when you are concerned with an extracting 
industry? The consequences of such activ- 
ities in an extracting industry are continuing 
conditions affecting unit costs of production. 
Surely Long-Run Marginal Costs applied to 
an extracting industry do introduce a consid- 
eration at least, which would or should sug- 
gest that here is one area in which you could 
dispense with this usefully-contrived ter- 
minology that really means nothing more 
than an ability to put a cost on the industry 
for revenue purposes? 

(Mr Robson.) We would happily dispense 
with Long-Run Marginal Costs for an 
extractive industry, if that industry were in 
a competive market-place, because in a com- 
petitive market-place prices for an extractive 
industry — as for any other industry — would 
tend towards Long-Run Marginal Costs. 
Unfortunately, the BGC is not in a competi- 
tive position in that sense. That is why the 
framework of nationalised industries as 
applied to the industries which are not in 
competitive market-places applies to BGC. 
Long-Run Marginal Cost principles are as 
applicable to a nationalised industry which 
has an extractive basis as to one which has 
some other basis. 

66. But in addition to its being an extrac- 
tive industry, and all the problems that arise 
from this, the continuing changes of produc- 
tion costs are always there, if not at a 
moment of time perceivable, but certainly in 
a period of three to four years they can be 
substantial. In addition to that, this area has 
another variable it has to deal with, and that 
is the question of chaging prices of new sup- 
plies and the changing mixes of different 
fields of exploitation. Surely we are left in 
this industry with not only the problems of 
Long-run Marginal Costs — and I know very 
well how dearly departments love to embrace 
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their new concepts — but it is a rapidly chang- 
ing world and we want to try and get the 
Treasury snapped out of the 19th century 
and come up with some forward thinking for 
a change. In addition to this, costs in the 
extractive industries are a problem of a 
changing mix in the exploitation and de- 
velopment of fields in future. Is it not reason- 
able to reflect some of the better judgements, 
I suggest, of the industry, in saying to you, 
“Look, this is one thing you should seek to 
alter”? 

(Mr Houston.) There may be some mis- 
understanding about what we mean by 
“Long-Run Marginal Costs” in the case of 
the gas industry. As I said earlier, wherever 
possible, we reach to the market price as 
being the basis of the Long-Run Marginal 
Costs. The costs of the gas industry divide 
fairly sharply into two : the costs of gas off- 
shore and the costs of distributing the gas 
on-shore. On-shore distribution is not any- 
thing to do with the extractive industry so 
the main element is the offshore cost. In the 
case of judging what the Long-Run Mar- 
ginal Cost of gas is now, we look to the best 
evidence we have of the market price off- 
shore, not the cost of production offshore 
but the market price. Hence, in the BGC’s 
own submission, they refer to the price of 
Norwegian Frigg gas which was bought, they 
said, in the current financial year at around 
24p a therm, as being a measure — it is only 
a measure — of the offshore cost of gas, a 
Long-Run Marginal Cost, but that is the 
price we are paying now. Nothing about the 
future is in there; is is what we are paying 
now for our gas and because that is the near- 
est we have to a market price, that is a major 
element in the determination of Long-Run 
Marginal Costs. 

Mr Rost 

67. I have enjoyed the answers from you 
and your team this afternoon because I re- 
spect and admire somebody who has been 
so well briefed in the best traditions ' of 
stonewalling. On no account were you to 
admit that the Treasury’s intervention on 
pricing has anything to do with raising 
revenue or reducing public borrowing and 
you have achieved that, but in answering in 
that style you have raised an important ques- 
tion in my mind ; if the Treasury intervention 
has been to achieve economic pricing and 
not revenue, why did the Treasury intervene 
at all: Why not the Department of Energy? 
Surely the Department of Energy is respon- 
sible for energy policy and the Treasury is 
responsible for Treasury matters? 
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(Mr Burgner.) As 1 said at the outset, 
these matters are discussed collectively. The 
Treasury has a large interest in getting the 
prices right. 

68. More than the Department of 
Energy? 

(Mr Burgner.) Together with the Depart- 
ment of Energy. We are interested in 
resource allocation. The Treasury is inter- 
ested in getting prices right. The Treasury 
is also interested in public expenditure and 
I do not want to leave the Committee with 
the impression that public expenditure and 
borrowing are not concepts that cross our 
minds. Of course they do. We do not allow 
that Treasury interest to distort our judg- 
ment about pricing. The reason we get 
involved in pricing is because it is such an 
important element in the resource allocation 
of this area. 

69. Why then has there been a well-aired 
private dispute between the Treasury and the 
Department of Energy? 

(Mr Burgner.) I am sorry. I do not want 
to comment on “a well-aired private dis- 
pute”. These are very difficult matters. It 
would be idle to pretend that you do not 
get disagreements between government 
departments in looking at difficult issues 
from time to time. Of course you do. 

70. It has nothing to do with the fact that 
the Treasury believed it was better able to 
judge a question of economic energy pricing 
than the Department of Energy? 

(Mr Burgner.) The Treasury has a point 
of view which we have tried to explain to 
the Committee on economic pricing that we 
have consistently put forward and discussed. 

71 . It seems to me that in this whole affair 
the Treasury has adopted a belt and braces 
attitude. First of all, you raise the External 
Financing Limits in the industries and then, 
because you are not quite sure whether they 
will be good enough to match those, you 
want to make absolutely sure that the Trea- 
sury still gets its revenue (though you are 
not prepared to admit that), so you insist 
they raise their prices as well, despite the fact 
that the industries have said they are quite 
able to achieve the higher External Financ- 
Limits you have set them without increasing 
their prices. Is that not a belt and braces 
policy? 

(Mr Burgner.) I do not think I would de- 
scribe it as that. We are clearly concerned 
that the industry meets its EFL and we have 



been worried at the thought that in doing v 
so they would have required a sharp price 1 
increase during the year. As we have said, 
we think that the price signal ought to be 
a gradual one and not involve steep cliffs 
and crevasses. The EFL target is a demand- 
ing one for the industry, even with the two 
per cent price increase that they have appar- 
ently agreed to recommend to area boards. 
We hope they will meet it. I would not de- 
scribe it as belt and braces; we still think 
it is a demanding target. 



Mr Hayward 

72. First of all I would like to follow up 
on the final question Mr Rost put on the 
point Mr Concannon was pursuing earlier. 
We have just been talking about EFLs. In 
the light of the decision to put up prices by 
two per cent in the electricity industry, at 
your best estimate, what do you think the 
EFL will be for next year, actually achieved? 

(Mr Burgner.) I do not think I am able 
to give that estimate at this stage of the year. 

73. You must have some idea, taking all 
factors into consideration. You have con- 
stantly emphasised that we have to take 
everything into consideration. You must 
have made some projection as to what the 
EFL is going to be for next year. Do you 
believe it is going to be above the target that 
has been set as a result of this two per cent 
increase or are you saying that you disagree 
with the electricity supply industry that they 
can meet it, and therefore the two per cent 
increase will mean there will be a substantial 
100 million over-shoot? You said under or 
over-shooting was a question of semantics. 

(Mr Robson.) Our best estimate is that 
they will achieve 740. On the information we 
have, that is our best estimate. 

Mr Concannon 

74. With or without the two per cent? 

(Mr Robson.) With the two per cent. 

Mr Hayward 

75. On my final question, I was forced, 
because of the somewhat obtuse answers I 
was receiving, to put a question that if I gave 
an assertion that the electricity supply in- 
dustry did not want price increases would 
the Treasury officials accept my assertion 
and I got what I deemed to be a somewhat 
flippant response that if I made the assertion 
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the Treasury officials would accept my asser- 
tion. Being a new boy, I was not aware that 
certain documents had been circulated to the 
Treasury officials and I refer here to docu- 
ment EP3. Can I ask Mr Robson whether 
he has received document EP3 headed “The 
Electricity Council Select Committee on 
Energy Electricity and Gas Prices” ? 

(Mr Robson.) Yes. 

76. Can I ask him to turn to page 4, para- 
graph two, which starts off “In these circum- 
stances” ? Before I ask the question can I give 
Mr Robson the opportunity to read the first 
sentence? ( After a pause ) Having had the 
chance to read that, can I re-put the question 
I put earlier this afternoon: is it not the case 
that it was the Treasury’s view specifically 
that there should be a two per cent increase 
and it was the electricity supply industry’s 
view that there should be no price increase 
whatsoever? 

(Mr Robson.) My answer is that if we 
turn back to the beginning of this paragraph 
we will see that it is a quote from a letter 
sent by the Secretary of State for Energy on 
12 November 1982, dealing with the in- 
dustry’s EFL for 1983-84. The 2 per cent, 
of course, relates to 1984-85. 

77. Yes, but if you look at the whole 
document, you will find that it relates to 
overall price increases over the two years. 

(Mr Robson.) Going to the two years, the 
position was at the time, when this letter was 
sent, that the financial target had been set; 
it was set on the anticipation that there 
would be a price freeze in 1983-84 (which 
is what this particular sentence is about), and 
that there will be a price increase in 1984-85 
somewhat below the rate of inflation (which 
is, indeed, consistent with what now looks 
like happening). 

78. But you would accept that 0 per cent 
increase or no increase is in fact “somewhat 
below the rate of inflation”? 

(Mr Robson.) It is somewhat below the 
rate of inflation, but it is more below the 
rate of inflation than was anticipated. 

Chairman 

79. There is just one final question I 
would like to put to you, Mr Burgner. In 
the British Gas Corporation memorandum 
they say that “The EFL is reported post-tax 
and post-gas levy. The Corporation would 
prefer the EFL to be shown pre-tax and pre- 
levy so that more recognition is given to the 
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Corporation’s contribution in reducing the 
PSBR through the gas levy and taxation.” 
Has the Treasury any substantial reasons for 
opposing this suggestion (which seems a very 
reasonable one)? 

(Mr Burgner.) I can see why the BGC is 
attracted to it. We are not at all attracted 
to it. We are dealing here with a piece of 
public expenditure, and there seems no more 
case for dealing with that net of tax than 
with any other piece of public expenditure. 
One might take, for example, Civil Service 
salaries, which are a piece of public expendi- 
ture and civil servants then pay income tax 
on them. It would obviously be absurd and 
confusing to show that, as it were, net of 
tax. I think that the same applies here. The 
BGC is, in a sense, looking for recognition 
of the cashflow from the Corporation to the 
Government which they have — the EFL tax 
and levy — and I think it is right to say that 
they make it clear and explain the position 
adequately in their accounts. But in terms 
of public expenditure presentation, it would 
be very confusing if we were to do that for 
BGC and not for anybody else. 

80. I think the Committee could probably 
go along with your argument as far as tax 
is concerned, but would not you say that the 
levy as such has had a great deal more in 
common with the EFL than it had with taxa- 
tion? 

(Mr Houston.) The levy is the substitute 
for the petroleum revenue tax in the case of 
these PRT-exempt contracts, so that the 
closest analogy is in fact with another 
revenue tax-PRT. 

Chairman: Thank you for that reply, Mr 
Houston. 



Mr Leadbitter 

81 . I have a paper to ask for, For the sake 
of brevity, Mr Chairman, with reference to 
the question of the LRMC which we have 
been concerned about this afternoon in the 
gas industry, perhaps I could ask our Trea- 
sury officials if they would let us have a 
paper on the following matter. I do not know 
if they did use the Deloitte, Haskins and Sells 
estimate, which report, of course, purports 
to show that the domestic gas prices were 
4'8 per cent below the LRMC level, includ- 
ing a 5 per cent return on capital. I want 
to know if they did or did not use it. As 
far as the Committee is concerned, we want 
to be clear about whether this was used in 
the determination of LRMC. Since there is 
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you let us have a paper giving us specifically 
the details of the LRMC estimate and how 
it was arrived at? 

(Mr Robson.) We certainly could do that, 
but maybe we could clear up the point now. 

Mr Leadbitter: No. I have a great sense 
of respect for all witnesses, but I also have 
a great respect for the written word; it is 
much more reliable than the brevity that is 
essential now, at this time of the night, on 
such an important matter. I would like the 
words in writing. 

Chairman 

82. Perhaps, Mr Burgner, you could 
oblige Mr Leadbitter and the Committee, by 
letting us have a short memorandum dealing 
with that point? 

fMr Burgner,) Certainly. 



83. Did you want to say something other 
than that, Mr Houston? 

fMr Houston.) No, the point I was going 
to make was that estimate there was in fact 
a BGC estimate quoted by the Deloitte’s 
report. 

Mr Leadbitter 

84. Yes, we know its origins. We want to 
know what you did with it, or if you ignored 
it; but at any rate, we want to know how 
you arrived at the figure. 

(Mr Burgner.) Certainly we can let you 
have that. 

Chairman: It only remains for me to 
thank you and your colleagues, Mr Burgner. 
It has been a very interesting session with, 
I think, hard pounding on all sides, but all 
in a good cause. Thank you very much. 
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ELECTRICITY AND GAS PRICES 
Memorandum submitted by the Electricity Consumer’s Council 

1 . The Energy Act 1983 made the Electricity Consumers’ Council (ECC) (originally estab- 
lished by Government in 1977) a statutory body. This part of the Act came into force 
on 1 September 1 983 and placed a duty on the ECC : 

“to consider any matter affecting the interests of consumers generally of electricity 
supply by Electricity Boards in England and Wales” 1 

The Act also imposes a duty on the Electricity Council to inform the ECC of : 

“any proposal of the Central Electricity Generating Board to vary a tariff’ 2 

and establishes mechanisms whereby the ECC may make representations to the Electricity 
Council about tariffs. 

2. The Electricity Council and the ECC have been discussing the means by which these 
statutory processes should be implemented. The ECC has made it clear that the principles 
which ought to be followed are as follows : 

“(i) that there should be sufficient information provided to enable the ECC to tender 
a view 

(ii) that there should be sufficient opportunity and sufficient time to tender a view 

(iii) that there should be an opportunity to tender a view before the mind of the industry 
becomes unduly fixed 

(iv) that the essence of consultation is communication of a genuine invitation extended 
with a receptive mind”. 3 

These principles were adopted by the ECC in the light of a number of legal judgments 
which clarify the nature of consultation. 4 They also reflect the ECC’s concern over a number 
of previous years that there had been inadequate discussion with consumer representatives 
about the factors affecting electricity prices and the likely impact of price changes on con- 
sumers. With the new arrangements for tariff consultation at national level and the Energy 
Act the ECC is looking forward to fuller and earlier exchanges. It is understood that the 
Electricity Council have agreed in principle to (i)— (iv) above. The discussion process with, 
the ECC on the 1984—85 Bulk Supply Tariff, which takes effect from 1 April 1984, is currently 
at a very early stage and detailed consideration on the monetary content of the BST has 
yet to occur. 

3. There has, of course, been a statutory process of consultation at Area level for over 
30 years. Area Boards — each of which starts from a different financial standpoint — are 
required to fix tariffs : 

“after consultation with the Consultative Council established for their area”. 5 



The cost of printing and publishing these Minutes of Evidence is estimated by Her Majesty’s Stationery 
Office at £2,400. 
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However, there has been much concern in the past that discussions at area level have 
been dominated (if not preempted) by decisions taken at national level about the Bulk 
Supply Tariff which effectively determines about 80 per cent of the final retail price of 
electricity charged by Area Boards, and about the financial framework of the industry. 
There have also been difficulties about the timing of Area discussions, when the Bulk Supply 
Tariff has been set at such a late stage that retail consultations at Area level have already 
taken place or have been very rushed as a result. The statutory process established under 
the Energy Act 1983 provides the means by which a consumer input should be provided 
into these national decisions, preferably at an early stage. 



4. When detailed discussions on the content of 1984-85 tariffs do get under way, the 
ECC will have many questions that it wishes to raise. So far only limited information 
■ has been available and, on the basis of what there was, the ECC has taken the view that 
there seems to be no need on cost grounds for electricity prices to rise on 1 April 1984. 
Moreover, if the electricity industry were to raise its prices in order to increase its payment 
of external debt following the setting of this revised EFL, it would in- effect be making 
a contribution to the Government revenue so as to keep down the public sector borrowing 
requirement. There might have been an economic justification for this if electricity prices 
were set below the long-run marginal cost (LRMC) of producing electricity. However, it 
has been the ECC’s understanding that electricity prices have been more or less set at 
/ LRMC levels for the last three years. Thus, the ECC has argued that if prices went up 
j now, when there appeared to be no cost requirement for them to do so, electricity consumers 
would be paying more than the “economic” price and in effect could be said to be paying 
j an electricity tax. This would clearly be inappropriate. The ECC will continue to pursue 
these matters and will be looking for detailed information relating to them. Annexe One 
attached to this memorandum sets out the sort of questions that the ECC will be raising 
with the Industry and the issues that the ECC considers to be important in this context. 

• 5. It is, of course, apparent that tariffs for 1984-85 have been the subject of detailed 

\ discussions between Government and the Industry. The background to these discussions 
’ on financial targets and EFLs are referred to in Annexe Two to this memorandum. 
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6. It is unfortunate that such detailed discussion have taken place without making earlier 
use of the statutory mechanisms for consumer representation and the Select Committee 
may wish to take a view on whether any developments have occurred which have in any 
sense been inimical to this statutory process. In the ECC’s view it is vital that both Govern- 
ment and the electricity supply industry should take account of the likely impact of financial 
decisions affecting electricity prices on consumers before these decisions are finalised. Many 
large industrial consumers are clearly very concerned about the effect of UK fuel costs 
on their competitive position, and at the other end of the spectrum there are many low 
income households who find it extremely difficult to meet their fuel bills. 



Electricity Consumers’ Council 
Brook House 
2-16 Torrington Place 
London WC1E 7LL 

18 January 1984 
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Annexe One 



MATTERS THAT THE ECC WILL BE RAISING WITH THE ELECTRICITY 
COUNCIL DURING ITS DISCUSSION ON THE BULK SUPPLY TARIFF 1984-85 



1 . Fuel costs amount to a half of the electricity industry’s total costs. The original national 
fuel cost estimate for 1983-84 (which is built into current quarterly retail tarifls) was £49.75 
per tonne equivalent. In fact the figures so far during the financial year for the national 
fuel cost have been as follows : 



This represents an arithmetic average of £47.64/te, and suggests an average for the year 
of £47.85/te if the figures for the remainder of the year continue at around the level of 
those in November and December 1983. 

2. From November 1983, the fuel cost figures reflect the new agreement between the 
CEGB and the National Coal Board on coal purchases by the electricity industry. This 
agreement reached at the end of August commits the CEGB to purchasing 70 million tonnes 
of coal over the twelve months to November 1984 with an average price increase of around 
2.7 per cent. 

3. It seems likely therefore that the national fuel cost for 1983-84 was significantly over- 
estimated — perhaps by £1.90/te or 4 per cent — and this over-estimate was, of course, incor- 
porated in the 1983—84 tariffs. In 1981—82 when the fuel cost estimate was revised downward 
by £2.00/te, the ECC and Consultative Councils successfully applied pressure on the electri- 
city industry so that it announced a fuel cost rebate of 0.34p per unit to be paid on bills 
issued to quarterly billed consumers during January, February and March 1982. 

4. As far as fuel costs in 1984-85 are concerned, it seems unlikely that there will be 
any major upward pressure. Around 80 per cent of the total fuel burnt by the CEGB 
is coal. Thus, trends in’ the price of coal are the most significant element in fuel costs. 
Coal prices, having risen by around 2.7 per cent on 1 November 1983, are now not likely 
to increase again before 1 November 1984. Even then, given the progress of wage negotiations 
in the coal industry currently and over the last year or so, it seems unlikely that there 
will be more than a small increase in coal prices. 

5. The state of world demand for oil remains depressed. Prices of crude oil have changed 
little in recent months. Unless supplies are severely reduced by military or political develop- 
ments in the Middle East it is unlikely that there will be any significant movement in prices 
during 1984. In any event, the CEGB has already reduced its oil-burn significantly: in 
the nine months January to September 1983 oil used for electricity generation fell by 45 
per cent compared with the same period in 1982. Indeed apart from occasional peak load 
requirements, the total oil-burn is only a little above the 2 or 3 million tonnes equivalent 
of oil required for flame stabilisation. 

6. Taking the points raised in paragraphs 4 and 5, it seems unlikely therefore that the 
fuel cost for 1 984—85 will be more than 3 or 4 per cent above that likely to be achieved 
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in 1983-84. This implies that the national fuel cost estimate for 1984-85 ought to be no 
more than originally estimated for 1983-84, given that that has turned out to be an over- 
estimate. 

7. These points raise the following questions: 

(a) What is the current estimate of national fuel cost for 1983-84? 

{b) How much extra revenue is expected to be collected from quarterly billed consumers 
as a result of the apparent over-estimate of fuel costs in 1983-84? 

(c) If a decision to pay a fuel cost rebate in 1983-84 had been taken, to how much 
would this have amounted? 

(i ti) What is the estimate of national fuel cost for 1984-85? What assumptions about 
fuel price increases have been built into this estimate? 

(<?) On fuel cost grounds, is there any reason for quarterly tariffs to rise in 1984, bearing 
in mind that fuel costs in the 1983-84 tariffs were over-estimated? 

Other costs 

8. Labour costs in the electricity industry amount to about 15 per cent of total costs. 
The engineering and manual workers in the industry normally try to achieve a settlement 
approaching that reached by the miners. The miners have yet to reach an agreement, but 
the National Coal Board have made an offer of 5.2 per cent and it seems possible that 
this or something close to it will be accepted. Under the circumstances, wage costs m the 
electricity industry are unlikely to rise by more than 5 per cent and overall the Industry s 
labour costs should not rise by as much as this due to the effects of reduced manpower. 

9. There is no firm information as yet on the likely trends in the costs of other goods 
and services, rents, rates and insurance, but they are unlikely to move significantly taster 
than general inflation. 

10. It is also apparent that the goal of achieving three years of price stability has been 
a powerful weapon in the Industry’s own efforts to improve its efficiency and to control 
its internal costs. If prices were now to go up as a result of the new EFL, this could 
damage staff morale within the Industry and may make it more difficult for die Industry 
to adopt a firm stance in price bargaining with suppliers, such as the National Coal Board, 
and also in wage bargaining. 

1 1 . These points suggest the following questions : 

{a) What estimates have been made for the increases in labour and othei costs in 1984-85 ? 

(b) How does the estimated out-turn for labour and other costs in 1983-84 compare 
with the estimates prepared when current retail tariffs were formulated . 



Pricing principles 



12. When the previous financial target was set in January 1980, the then Secretary of 
State for Energy indicated that as a result of the target electricity prices would mciease 
by about 5 per cent over and above the industry’s own costs. The purpose of this was 
to achieve a move to “economic” pricing and to bring electricity prices up to long-run 
marginal costs (LRMC). In fact, according to the Monopolies and Mergers Commission 
Report on the operations of the CEGB, the CEGB had indicated that this had been achieved 
by the time the Report was published in May 1981. 



13 In July 1980 the Electricity Council was asked by the Secretary ot State for Energy 
to review the structure of the Bulk Supply Tariff This review was made pubhcly available 
in February 1982. In passing it comments on the relationship between the Bulk Supply 
Tariff and LRMC, by pointing out that to achieve the financial t "get then i{J f ° r ce 
CEGB would have to earn a financial return of 2.74 per cent m 1982-83 which would 
mean that the BST would be set “some 3 per cent above the central estimate of marginal 
costs*” In fact, in 1982—83 the CEGB earned a return of 3*8 per cent* 
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14. In November 1982, the Secretary of State for Energy announced that, as a result 
of the BST review and following work carried out for the Department ot Energy by Cooper 
and Lybrand, there would be no increase in average electricity prices in 1983-84. The principle 
that electricity prices should be properly related to ‘ ‘economic” costs was reemphasised, 
but it was argued that the cost to the industry of meeting marginal increases in demand 
was likely to be lower than expected. In practice, therefore the LRMC level of electricity 
prices had been reassessed and as a result it was agreed that electricity prices could be 
held steady in 1 983-84. 

15. This raises the following questions: 

(a) Bearing in mind the statements made in the BST review, what was the relationship 
between electricity prices and the then central estimate of LRMC in 1 982—83 ? 

(, b ) Following the Secretary of State’s announcement in November 1982, what was the 
relationship between electricity prices and the central estimate of LRMC (as 
reassessed) in 1983-84? 

(c) How is the central estimate of LRMC expected to change between 1984-85 and 

1983- 84? What are the assumptions underlying these expected changes? What will 
be the relationship between electricity prices and the central estimate of LRMC in 

1984- 85? 



The return on assets 

16. Some have argued that the tighter EFL is appropriate because the return being earned 
by the electricity industry is only 1£ per cent. However the electricity industry’s return 
over the last three years has averaged 2.3 per cent. In 1982-83 it was 3.2 per cent and 
there is every indication that the industry is currently doing better than the 1.4 per cent 
target. Whether it is accepted that this is an appropriate yardstick or not, such returns 
are not inconsistent with the returns currently being earned by manufacturing industry, 
according to national accounts data. The Bank of England has recently published a summary 
of the different estimates of real corporate profitability and the returns for manufacturing 
industry over the last four years have been as follows : 



1979 


4.3% 


1980 


3.4% 


1981 


2,2% 


1982 


3.3% 



Other estimates which are sometimes quoted are higher than these, but are not comparable 
with the electricity industry figures in that they include overseas activities, and non-trading 
income. It should also be noted that the return earned by the electricity industry on an 
historic cost basis was over 17 per cent. 

17. In this context, the following question is important: 

(a) If a higher return was made by the electricity industry, how would this relate to 
the principles of “economic” pricing? 



Impact on different Area Boards 

18. There are twelve statutorily independent Area Boards. The areas they cover vary 
widely and the individual Boards have very different financial positions (for example, with 
respect to outstanding debt). As a result trends in electricity demand and costs are signifi- 
cantly different. It is difficult to see how an overall figure for a tariff increase can apply 
across all Boards and it is important to clarify: 

(a) What returns are currently being earned by the various Area Boards? 

(b) Whether electricity prices are to be varied by a uniform amount in all the Area Boards ? 
If so, what will be the differential effect on the returns earned? If not, will Area 
Boards have flexibility to raise or not to raise their tariffs as they feel is appropriate? 
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Distributive effect 

19. Household expenditure on fuel varies widely. It is related not only to household 
income, but to household composition, the efficiency of the heating system used, and the 
condition of the home itself. It is also affected by the weather, the standard of health 
of the occupants of the house, and the standards of warmth they adopt. Moreover, house- 
holds where the home has to be heated all day because of the presence of young children, 
the disabled or an unemployed person are likely to have higher bills. Fuel price changes 
clearly have an impact on family expenditure but the effect will be a complex one. There 
is also likely to be an indirect effect on the pressure on the DHSS to provide fuel allowances 
for those on low incomes. If it is being suggested that electricity prices are rising to avoid 
an increase in taxation, a number of questions are raised about the distributive impact 
of this. In particular: 

(a) What household types will be hit hardest, in terms of their fuel expenditure relative 
to their household income, by an increase in electricity prices? 

(b) What is the relative impact of raising electricity prices compared with raising the 
same amount o’f “revenue” through income or other forms of taxation? 



Annexe Two 

THE BACKGROUND TO THE CURRENT DISCUSSIONS ON FINANCIAL 
TARGETS AND EXTERNAL FINANCING LIMITS 

1. The Chancellor of the Exchequer made a statement to the House of Commons on 
Tuesday 17 November 1983, in which he announced new external financing limits (EFLs) 
for the nationalised industries. The EFL for electricity supply is now to be —£740 million 
for 1984-85, compared with —£406 million for 1983—84 and the estimated requirement 
for 1984-85 of —£350 million given in the Electricity Supply Industry’s Medium Term 
Development Plan. During the course of questions after the statement, the Chancellor 
indicated that in his view there was no question of fuel prices “being in any sense a hidden 
tax” and emphasised that the principle that prices “should reflect the cost of fuel on a 
continuing basis, while providing an adequate return on capital” remained intact. He later 
indicated that the size of any electricity or gas price increases would be a matter for the 
industries, but that any increases would be less than the rate of inflation. 

2. In letters exchanged between the ECC and the Secretary of State for Energy the 
Secretary of State emphasised that electricity prices should rise no faster than is absolutely 
necessary, and that it is for the industry to decide how it is to meet its EFL. 

3. The financial target for the electricity industry was announced in the House of Com- 
mons on Friday 18 March 1983 and requires a return of 1.4 per cent per annum on average 
total net assets for the period 1 April 1983 to 31 March 1985. The asset base on which 
the target is calculated includes work in progress (unlike the target for the previous trien- 
nium) and in fact there was some slight reduction in the new target compared with the 
previous one. 

‘ 4. There have been some suggestions in some newspaper comments that this financial 

target may now be revised and certainly there seems little doubt that the new EFL is inconsis- 
tent with the financial target. The Industry’s Medium Term Development Plan (MTDP) 
gives revenue account projections based on achieving an average return of 1,4 per cent 
in 1983-84 and 1984-85, for which purpose repayments of debt of £350 million are envisaged 
in 1984-85 — £390 million less than the repayment required by the new EFL. 
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5. The other factor to be borne in mind is the progress towards achieving the financial 
target that has already been made. In 1982-83 the electricity industry achieved a return 
of 3.2 per cent. Had the Industry, in fact, achieved a return of 1.4 per cent (the new target), 
its operating profit would have been some £500 million less than that actually achieved. 
£500 million is equivalent to 5.7 per cent of the Industry’s turnover. Overall electricity 
prices have not changed between 1982-83 and 1983-84, and it follows therefore that an 
increase of costs of the order of 5 per cent could probably be accommodated in 1983-84 
and the industry would still be able to achieve its financial target of 1.4 per cent. In fact 
cost pressures (see below) have not been as great as this in 1983-84 and sales of electricity 
have also been around 2\ per cent above those for 1982-83. All the evidence therefore 
suggests that the electricity industry as a whole is probably going to achieve a return in 
1983-84 above 1.4 per cent, which means that the return required in 1984-85 to meet the 
two-year financial target is reduced. In practice, therefore, the EFL is even more incompatible 
with the financial target than suggested in paragraph 4 above. 



6. As was indicated in paragraph 1 above, the EFL for the electricity industry in 1984-85 
will require that the Industry repays £740 million of debt. This continues the process of 
increasingly tight EFLs being set over the last few years. The comparative figures are : 



Electricity industry external financing 



1979- 80 (out-turn) 

1980- 81 (out-turn) 

1981- 82 (out-turn) 

1982- 83 (out-turn) 

1983- 84 (EFL) 

1984- 85 (EFL) 



+ £189 million 
+ £140 million 

— £221 million 

— £153 million 

— £406 million 

— £740 million 



7. The repayment of £740 million is on top of the industry entirely financing from revenue 
some £1,460 million of capital requirements, although it is possible that this figure (which 
is taken from the MTDP) may now be cut back. Taken together this implies that some 
£2,200 million of the Industry’s turnover will be spent on capital projects and debt repay- 
ment. In all, this represents around 23 per cent of the Industry’s revenue from consumers. 



8. Before the latest EFL was announced, the Industry expected to be generating sufficient 
funds to repay all of its borrowings accumulated over the thirty-five years since nationalisa- 
tion by 1988-89. The Industry’s Medium Term Development Plan 1983-90 suggested that 
the expected balance of borrowings at each year end would be as follows : 





£ million 


1983-84 


4337 


1984-85 


3941 


1985-86 


3318 


1986-87 


2431 


1987-88 


1244 


1988-89 


-96 


1989-90 


-1,589 



This assumed an EFL for 1984-85 of -£350 million rather than the -£740 million 
announced. If debt repayment of an additional £390 million each year is assumed, the 
Industry will pay off all its debt more than a year earlier. 



9. Another point to note is the extent to which the electricity industry is now by far 
the largest debt repayer amongst the nationalised industries and the fact that the electricity 
industry’s EFL was tightened by far more than that of any other industry in the recent 
public expenditure review. The figures are given below (positive figures for the EFL mean 
that it is a limit on external borrowing; negative figures for the EFL mean that it is a 
minimum requirement for the repayment of debt; negative figures for the change in EFL 
imply a tightening of the EFL). 
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External financing limits for the nationalised industries 



£ million 


1983-84 


1984-85 


Change 


Electricity (England and Wales) 


-406 


-740 


-334 


North of Scotland Hydro Electric Board 


7 


-2 


— 9 


South of Scotland Electricity Board ... 


283 


261 


-22 


British Gas Corporation 


-34 


-100 


-66 


National Coal Board 


1,201 


1,103 


-98 


British Telecom 


-108 


-250 


-142 


Post Office 


-47 


-52 


-5 


British Airways 


4 


-160 


-164 


British Rail 


956 


936 


-20 


British Steel 


193 


275 


+ 82 


Others 


699 


611 


-88 


Total 


2,748 


1,882 


-866 



10, These points raise the following questions: 

(a) Is the industry free to decide how it is to meet its EFL? 

(b) Is the new EFL consistent with the current financial target? What return is expected 
to be achieved in 1983-84 and what is the estimate for 1984-85 if the EFL is met? 

(c) Is it reasonable to expect an enterprise like the electricity supply industry to devote 
nearly a quarter of its revenue from consumers to financing capital requirements and 
repaying debt? 

(d) Why has the electricity supply industry’s external financial limit been so greatly in- 
creased? 

( e ) What will happen to extra funds generated once the electricity supply industry has 
completely exhausted its debt? 



ELECTRICITY AND GAS PRICES 

Memorandum submitted by the London Electricity Consultative Council 

1. With reference to your letter to the LECC Secretary of 10 January, the Council wishes 
to raise three issues for your Committee’s consideration. They are : 

(i) The financial consequences of the Government’s control framework for the electricity 
supply industry. 

(ii) The legal framework for tariff setting, and aspects of the present relationship between 
Boards and Ministers within that framework. 

(iii) The effectiveness or otherwise of “consultation”, and the lack of openness about 
tariff setting. 



I. Financial Effects of the Control Framework 

2. The Council will submit to the Committee before the end of January the full version 
of a research study (to be published by the LECC next month) into the impact on the 
London Electricity Board and its consumers of the ESI’s financial target and external financ- 
, ing limits over the three years 1980-83. The findings of the report strongly suggest that: 

(i) The main response of the LEB to its financial target was to increase profits by increas- 
ing prices and it did not appear to respond by reducing operating costs. 

(ii) External financing limits were set too stringently for the capital requirements of the 
industry in relation to the given financial target. 
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(iii) Through the pricing mechanism, meeting the EFLs attained precedence over hitting 
the financial target in London with the result that prices appear to have been driven 
to levels higher than those justified by costs (ie the EFL has become, in effect, a 
mechanism for “surrogate taxation”). 

3. In advance of publication of the full report, we attach a summary ( Annex A) of its 
analysis and conclusions, elaborating on points (i) to (iii) above, and also a set of recommen- 
dations ( Annex B) arising therefrom and agreed by the Council. We intend to discuss these 
recommendations with the LEB, and to promulgate them more widely through the Electricity 
Consumers Council at national level. 



II. The Legal Framework for Tariff Setting 

4. In view of our opposition to the possibility of tariff increases for LEB consumers 
this April, the LECC sought Counsel’s Opinion last week on some of the legal points involved 
in the current decision-making of the ESI, particularly concerning their implications for 
the London Board. The Opinion now received raises, in our view, major issues of substance 
which merit the Committee’s attention. It scotches the misconception that Board members 
are, in general, accountable to Ministers: Counsel says that they “are not mere agents 
of the Minister, the Government or, for that matter, the Crown” and that “the duties 
of the Board are owed to the consumers of electricity, not to the Government”. It also 
argues, in particular, the following points: 

Within the law as it stands at the moment, Government Ministers do not have power 
to set either financial targets or external financing limits. Nor do they have power 
to enforce them. The Opinion points out that “the duties of the Board remain those 
imposed upon it by the electricity legislation”. 

The Government does not have power to issue directions on financial targets, nor 
on EFLs. In particular, “the Minister has no power to dictate a negative EFL”, nor 
to “require a revenue surplus to be created”. Counsel further opines that “when the 
Board has no debt or net borrowings there seems ... no justification for an attempt, 
by setting a negative EFL, to reduce the debt level”. 

There is no provision for the Board to make profits and apply them elsewhere. “In 
the context of the electricity legislation, the Board has an overall duty to break even”. 

“The Board could unreasonably be in breach of its duty if it agrees, voluntarily, to 
accept a non-statutory target requiring that prices be fixed higher than is necessary 
for it to meet the break-even requirement of the Electricity Act 1957 and which do 
not, so far as practicable, serve to cheapen electricity as required by Section 1.6 of 
the Electricity Act 1947”. 

The Board’s surpluses in recent years "'cannot continue lawfully unless they are required 
for the legitimate purposes of reserve funds”. 

Both the “financial target rules” and the “EFL rules” are creatures of the Government 
but not of statute, and they cannot prevent the Board from carrying out its statutory 
duties. “The duty of the Board is to reduce or refrain from increasing its charges 
lor the following year if it has a surplus not required for another legitimate purpose”, 

“The Board could be held to have a duty to refuse to implement a target which results 
repeatedly in the collection of excessive revenue and the imposition of charges above 
those that are necessary and required by statute. This appears to be a form of taxation 
unauthorised by legislation, which is as unpopular in the Courts as it is with consumers”. 

5. Counsel is of the broad view that “the Electricity Acts of 1947 and 1957 have not 
been so framed as to enable the Board to be used as an instrument for promoting wider 
economic objectives outside the scope of its own immediate field”. This is on all fours 
with the formal advice of Sir Hartley Shawcross, then Attorney General, to the Ministerial 
Committee on Nationalised Industries in 1949. 
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6. Counsel had very little time to prepare his Opinion and ideally we would like the 
opportunity to refine certain points with him. We will be unable to do so, however, until 
after the meeting of the Council tomorrow. It is therefore quite possible that we will wish 
to put further points to the Committee before the end of the month.* 

III. Consultative Procedures and Lack of Openness 

7. Since 1 September last, the Electricity Consumers Council has had a duty “to consider” 
any matter affecting the interests of consumers generally (Energy Act 1983, Section 21.3). 
Some 80 per cent of the final price of electricity to the consumer is determined by the 
Bulk Supply Tariff of the Generating Board, and the Electricity Council now has a duty 
to “inform” the ECC of any proposal of the CEGB to vary this (Section 22.1). The statutory 
provisions on the fixing of retail tariffs are stronger. Area Boards for more than 35 years 
have been required to fix their tariffs “after consultation with” Area Consultative Councils 
(Electricity Act 1947, Section 37). 

8. Expressly or by implication, therefore, the electricity legislation plainly contemplates 
that the ESI will consult with the ECC on the Bulk Supply Tariff, and with Area Consultative 
Councils on retail tariffs. In other contexts, the Courts have given a wide interpretation 
to the requirement to “consult”. It includes the provision of sufficient information to the 
body to be consulted, and of reasonable time and opportunity for it to fully consider its 
views and communicate them. There is also an implied duty on those required to “consult” 
to consider with an open and receptive mind the opinions expressed by those who have 
been consulted. 

9. In practice in the past, the ESI’s interpretation of what is required has been very 
relaxed — indeed, little more than a consultative cosmetic. The LECC, for example, has 
traditionally received (and, until two years ago, discussed in private) a schedule showing 
the proposed new tariffs, a sales and demand forecast, an explanatory brief about fuel 
costs and financial targets, and a half-page budget for LEB’s total operating costs of nearly 
£200 million. There has been no description of how the particular tariffs are derived from 
the Board’s costs through cost analysis, load research, and cost yardsticks, and no attempt 
to disaggregate the budget in detail and relate it to indices of output and productivity. 

10. Annex C comprises three key documents from LEB’s tariff consultation papers for 
1983-84. Our complaint is not that the LECC receives substantially less information than 
the LEB Board itself receives. It is that, with such skimpy documentation, neither the Council 
nor the Board can form much of a judgment on the validity of the proposals and be satisfied 
beyond a doubt that LEB is fulfilling its statutory duties to promote an economical and 
efficient distribution of electricity, provide supplies at the lowest possible cost, and avoid 
tariff discrimination. We have no reason to suppose that the situation is much different 
elsewhere. 

11. LECC tariff meetings are now open to the press and public and we are pleased that 
this year the Board will be providing considerably more information for both itself and 
the Council. But unfortunately, notwithstanding the recent grant of statutory status to the 
ECC, the consultative procedures at central level this year have been a shambles. The ECC 
has so far had only one (unsatisfactory) meeting with the industry, before Christmas, when 
proposals for some important structural changes in the BST were disclosed for discussion. 
There has been no discussion whatever with the ECC on the monetary content of the BST 
for 1984-85. Yet the Electricity Council has publicly recommended Area Boards to increase 
their tariffs by 2 per cent in April, as though the BST had already been fixed, and the 
Area Boards are expected to act accordingly. In these circumstances, both at the centre 
and in the areas, there can hardly be even the pretence of consultation. 

12. The process we have described, with the Generating Board setting wholesale tariffs 
in secret discussions with the Government and Electricity Council, with a nod in the direction 
of the ECC, and Area Boards fixing their prices after inadequate discussions with the Con- 
sultative Councils, is in marked contrast to the way in which private energy utilities are 



*The LECC took further advice and, as at 9 February 1984, Counsel’s Opinion stands. 
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regulated by the more responsible Public Service Commissions in the United States. In 
New York State and California, for example, tariff setting is completely open and the utilities 
have to argue their case for increases in great detail to the Commissions, in public hearings 
that are held under oath. 

13. The utility is in the position of a plaintiff, and when it makes its case for a general 
tariff increase, it has in effect to set out, and justify, its budget. Witnesses are subject to 
cross examination, and the staff of the Commissions also provide expert testimony on the 
application and, to prepare for that end, can demand the disclosure of any information 
they require from the utility (including copies of its computer files). Any other interested 
parties, such as consumer groups, trade organisations, and municipalities, can also intervene 
in the case. And the reasons of the Commissioners for their eventual rulings on the tariffs 
are given in appropriate detail, for their decisions are quasi-judicial and can be challenged 
in the Courts. 



IV. Conclusions 

14. This kind of process, at its best, not only makes private utilities in the USA more 
open and accountable than our publicly owned ESI, but also clarifies responsibilities for 
decisions and directions. And it eliminates most, if not all, of the highly unsatisfactory 
features of tariff setting here in the UK — the casualness and secrecy, lack of rigorous external 
scrutiny, and manipulation for purposes unrelated to those for which the Boards were 
created. As with any institution, the competence of Public Service Commissions varies con- 
siderably, and some are much more independently based and better staffed than others. 
But, if we want to, we can learn from their mistakes and failures as well as their successes. 

15. We hope that members will find these comments helpful to their inquiry. The Com- 
mittee is at liberty to publish this memorandum in its report. 

London Electricity Consultative Council 

Newspaper House 
Great New Street 
London EC4 

25 January 1984 
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THE PRICE OF ELECTRICITY: POLITICS OVERTAKES POLICY 

Summary of LECC Report on Financial Targets and External Financing Limits and their 
Effects on LEB and its Consumers, 1980-81 to 1982-83 

I. Government Policy: Details and Objections. 

1. The financial target. The main performance target for most of the nationalised indus- 
tries, including the electricity supply industry (ESI), is a medium-term financial target (FT). 
In 1980, the Secretary of State for Energy announced a new target for the ESI. Over the 
three-year period of 1980-81 to 1982-83, the industry was expected to achieve an average 
annual return of 1.8 per cent on average net assets. This was revised downwards in 1982 
to 1.7 per cent after the introduction of a new pricing scheme for large industrial users. 
There are no such users in London, and the LEB’s target remained at 1.8 per cent throughout 
the period. Although changes in accounting practice make comparisons difficult, the returns 
expected of the industry during these years were higher than those made in previous years. 

2. The external financing limit. In addition to an FT, nationalised industries are subject 
to their own equivalent of annual cash limits (external financing limits or EFLs), which 
restrict the amount they can borrow to finance their capital requirements. The EFLs for 
the ESI were reduced in each of the three years, 1980-83, so much so that in the last 
two years the industry was given a negative EFL, requiring it to be a net repayer of debt. 
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3. Government’s objectives. In setting the FT and EFLs, the Government hoped to achieve 
a number of objectives. Through the FT, it wished to promote “economic pricing’’ (that 
is, long-run marginal cost pricing 1 ) by pushing up prices by about 5 per cent more than 
costs by the end of the period. It also wished to encourage financial discipline and cost- 
cutting, and the EFLs were aimed mainly at this. Furthermore, the external financing require- 
ments of the nationalised industries count as part of the public sector borrowing requirement 
(PSBR), reductions of which, the Government believes, help to reduce the rate of inflation. 
Ministers have been keen, therefore, to encourage reductions in the borrowing and hence 
the EFLs of nationalised industries, such as the ESI, to promote this more general macro- 
economic objective. 

4. Interdependence of the ESI. What were the effects of these policies on the LEB and 
its consumers? In answering this, it is necessary to bear in mind the high degree of interdepen- 
dence between the various boards in the ESI, particularly the CEGB (as wholesale producer) 
and the Area Boards (as retail suppliers). To some extent it is necessary to look at the 
position of other components of the industry, as well as the LEB, in order to reach firm 
conclusions for London. 



II. Main Findings of the Report 

5. ESI’s results in general. Against the three-year average target of 1.8 per cent (reduced 
to 1.7 per cent), the ESI as a whole produced a return of 2.3 per cent and the LEB 3.1 
per cent on average net assets. Because the asset base of the ESI is so large, this meant 
that in the ESI as a whole about £400 million more was made in profit than was necessary 
to hit the FT. The CEGB and most of the Area Boards overshot their profit requirements. 
In the case of the LEB, this overshoot was about £35 million over the three-year period. 

6. Debt repayment by Area Boards. At the same time, the EFL in operation at the start 
of each financial year was only just met in two of the three years, and was breached in 
1982-83. The LEB’s position against this control cannot be judged because the ESI does 
not announce how the various boards are supposed to contribute to the EFL. Nevertheless, 
the Area Boards were net repayers of debt rather than net borrowers. They repaid more 
than £750 million over the three years, and the LEB’s share of this was about £100 million. 
The CEGB, however, added to its borrowings by more than £300 million during the three 
years. In part, these differences reflected the trend of capital requirements for the CEGB 
and the Area Boards, with the CEGB’s increasing and the Area Boards’ falling in real 
terms. 

7. LEB and increased prices. The basic position, then, of the LEB was one of having 
to make increased profits to meet its financial target, contain its borrowing, and repay 
debt. How did it raise these profits? Its main method was to increase prices. Over the 
three-year period, the average price paid by consumers rose by nearly 16 per cent in real 
terms. The rise for commercial and industrial consumers was somewhat less, and for domestic 
consumers was somewhat more. To achieve “economic pricing”, an increase in LEB’s prices 
relative to costs was of course necessary: but such a large rise was necessary because the 
industry’s real costs rose as well. About 75 per cent of the LEB’s total costs are purchases 
of electricity from the CEGB, and these increased sharply: its own added costs (ie the 
costs of distributing and retailing electricity) fell in real terms. 

8. LEB and added costs. The fall in LEB’s added costs was caused mainly by three items. 
There were reductions in the inflation accounting adjustment for monetary working capital 
(which fell principally because of the decrease in inflation towards the end of the period); 
in interest payments (because of debt repayments) ; and in depreciation for assets (though 
to a much lesser extent). Most of the other components of LEB’s added costs changed 
little, notably those involving labour, where productivity rose but costs did not fall propor- 
tionately. The Government’s view that substantial reductions in operating costs can be 
achieved by FTs and EFLs is thus not borne out by the LEB experience. 



1 The concept that prices should be set equal to the additional cost of providing an extra unit 
of output including the cost of capital on a replacement basis. 
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9. Major impact of the CEGB. As noted above, the item which caused LEB’s total costs 
to rise so severely was not under the LEB’s control. The CEGB’s charge for electricity 
to the LEB increased over the three years by 15 per cent in real terms. The sharpest increase 
occurred in 1982-83, when the CEGB itself substantially exceeded the profits it needed 
to achieve its own FT. Furthermore, in each year the assumption made by the CEGB 
on fuel costs per tonne, which was fed through into retail tariffs for quarterly billed con- 
sumers, was too high. In 1980-81 and 1981-82, the LEB’s own profits overshoot was less 
than the difference caused by assuming too high a fuel cost per tonne. 

10. EFLs and capital requirements. Technical difficulties and the uncertainties of forecast- 
ing may have been to blame, in part, for the high price increases which caused some com- 
ponents of the ESI, such as the LEB and CEGB, to miss the FT set for them. But it 
is also important to recall that the industry’s EFL was only just met in two years and 
was breached in another. This is consistent with a different explanation, namely that the 
EFL was set too stringently for the capital requirements of the industry in relation to the 
given FT. 

11. FT or the EFL: Catch 22. In this situation, if the industry cannot reduce its capital 
requirements, then it cannot achieve both the FT and the EFL. If it tries to hit the FT, 
the profits it makes will be too low to satisfy the EFL. It will just have to borrow more 
(or repay less debt) to find the funds for capital requirements, and hence breach the EFL. 
On the other hand, if it tries to satisfy the EFL then it has to make a higher level of 
profit, causing it to miss the FT on the high side — which, from the consumer’s point of 
view, is at least as bad as missing the target on the low side. It is the second case which 
is consistent with the outcomes of the period 1980-81 to 1982-83. 

12. When EFL overrides FT. Where conflict arose between hitting the FT and meeting 
the EFL, the latter was given precedence. The danger that arises in a situation where the 
EFL overrides the FT is for prices to be driven to levels higher than those justified by 
costs on the agreed basis. The outcome of the “economic pricing” requirement that prices 
should be set equal to long-run marginal costs is difficult to assess because the LEB does 
not publish estimates of such costs. Only average costs are presented. The position is not 
clarified by the transfer prices set by the CEGB and the fuel cost per tonne parameter. 
But the fact that by 1982-83 the CEGB’s prices were at least 3 per cent above the central 
or best estimate of long-run marginal cost, together with the large real price increases relative 
to average costs over the period, suggests very strongly that LEB’s prices were in excess 
of long-run marginal costs by 1982-83. This was particularly so for quarterly-billed con- 
sumers (mainly domestic), who had the largest price increases because of overestimation 
of the fuel cost per tonne parameter. 

III. Conclusions of the Report 

13. A substitute for tax. The overall context within which EFLs are set is that a macro- 
economic policy. In this they contrast with the FT, which is linked much more to the 
onditions of an individual industry and the determination of the relationship between prices 
nd costs. Given this, dominance of the EFL over the FT implies a constant pressure to 
rive prices above those justified by costs on the agreed basis (to use the EFL as a mechanism 
jr “surrogate taxation”) and to hold back investment. Attempts to overcome this through 

an additional directive to reduce costs or by using reductions in interest payments resulting 
from debt repayment to reduce prices seem unlikely to succeed. Given a conflict between 
directives, the tendency is for the EFL to be given preeminence because of the importance 
that Government attaches to it for macro-economic policy purposes, and in particular the 
reduction of net borrowing by nationalised industries as a way to cut the PSBR. 

14. Politics overtakes policy. Such a role was not envisaged for EFLs in the last official 
statement of policy towards the nationalised industries embodied in the 1978 White Paper. 
In the case of the LEB between 1980-81 and 1982-83 at least, political and economic circum- 
stances seem to have overtaken that document. Government clearly believes that reducing 
the PSBR — and the role of the EFL regime within this policy — has beneficial effects overall. 
But at the level of the individual enterprise these are far from apparent. The LEB experience 
of the FT and EFL regimes makes it difficult to identify any benefits of consequence to 
consumers. 

January 1984 
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ANNEX B 



Recommendations by LECC Arising from the Report 

1. These recommendations are presented in three groups: (i) general, (ii) presentation 
and disclosure of information, and (iii) areas for further consideration, Each recommenda- 
tion (R) is preceded by a brief statement setting the recommendation in context. 



I. General 

2. By attempting to meet its EFL, the industry failed to hit the FT agreed with the 
Government. The additional profits required to meet the EFL were secured primarily by 
price increases. This is both inefficient and inequitable. 

R1 Consumers and consumer groups should continue to emphasise that: 

(i) The ESFs financial target is a target, and missing it on the high side is at least 
as bad as missing it on the low side. 

(ii) It is the agreed financial target together with agreed capital requirements that should 
determine the target level of profits. 

(iii) The EFL should be consistent with (ii) and, if an inconsistency arises, it should 
be the hitting of the financial target that should be given primacy. 

(iv) If Government wishes to reduce the PSBR, it should act on tax and expenditure 
directly rather than promoting inequities and inefficiencies in the provision of essential 
commodities such as electricity. 

(v) The EFL, in particular, has no perceptible effect on “hard” operating costs and 
is a clumsy and ineffectual control over them. 



II. Presentation and Disclosure of Information 

3. Information on EFLs is contained in the Electricity Council’s annual report. Where 
there are a number of changes to the EFL, as in 1982-83, full information on this control 
is not presented. 

R2 The Electricity Council should publish in its annual report a complete statement of the 
EFLs it was expected to meet during that financial year, the dates between which a particular 
EFL was operative, and the reasons for changes. 

4. Given the importance attached to the EFL by Government and the ESI, it is surprising 
that the Electricity Council’s annual accounts do not show how the EFL has or has not 
been met. The closest figure presented is net borrowings (repayments) in the “Sources and 
application of funds” statement. Government presents an aggregated version of the external 
financing requirement some months later in its annual public expenditure White Paper. 
This represents a needlessly inadequate public monitoring of a key control. 

R3 The Electricity Council should publish in its annual report a clear statement of its external 
financing requirement on the basis presented in the following year’s public expenditure White 
Paper, relating this to items presented in the existing accounts (principally in the ", Sources 
and application of funds” statement). 

5. The EFL is applied to the ESI as a whole, but each board must make its contribution 
towards achieving the EFL. Allocations are made within the ESI but are not published. 
There appear to be no sound reasons why these should be secret. 

R4 Each board’s share of the EFL should be published and in their annual accounts a clear 
statement of the boards' external financing requirements should be presented along the lines 
recommended in R3 for the Electricity Council. 
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III. Areas for Further Consideration 

6. The debt of the Area Boards has dropped dramatically and, at present rates of repay- 
ment, some will cease shortly to be debtors. If they continue to make payments to the 
Electricity Council they will become, in effect, bankers to the CEGB and the Treasury. 

R5 The wider implications of debt reduction, caused by the EFL in particular, should be 
examined by the LECC and the Electricity Consumers’ Council 

7. Evidence has been produced on surrogate taxation of LEB consumers arising from 
the pricing decisions of the CEGB and the LEB. This, however, is only part of the overall 
effect because it has not proved possible to include the effects caused by the FTs and 
EFLs of other nationalised industries (for example, the National Coal Board). Furthermore, 
the particular torm of surrogate taxation, which is akin to a turnover tax, includes a com- 
ponent oi double taxation, for profits are made on costs including surrogate taxation earlier 
in the production process. 

R6 Further work on both the extent and effects of surrogate taxation ought to be considered 
by the Electricity Consumers’ Council, possibly in co-operation with other NICCs. 

8. The main unknown in setting the price of electricity to consumers is the fuel cost 
per tonne. The fuel cost adjustment (fca) leads to changes in fuel costs being passed on 
directly to consumers. Basing prices on an assumed level of fuel costs (which will be wrong 
to a greater or lesser extent) for quarterly billed consumers but operating the fca for monthly 
billed produces differential price increases. These may be difficult to correct if the assump- 
tions are consistently on the low or, as during 1980-81 to 1982-83, on the high side. Neither 
system seems to have worked well and the difficulties have been exacerbated by the high 
price increases produced by the FT and EFLs. 

R7 The present system for treating fuel costs in charges to consumers ought to be reviewed 
with the objectives of securing equity between different categories of consumers as well as 
minimum increases in fuel costs. 

9. The LEB’s target and actual profits diverged significantly over the period 1980-81 
t° 1 982—83. In some years, attempts were made to offset this through price increases or 
rebates. However, there is no system for handling large divergences on a consistent basis 
within each financial year. 

R8 In view oj the emphasis given by central government and the various components of 
the ESI to the annual cycle of cash flows, the possibilities for reducing large divergences 
between target and actual profits should be considered with a view to devising and suggesting 
a mechanism for reducing them within the financial year. 

January 1984 
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Annex C 

LEB CONSULTATION WITH LECC: THREE KEY DOCUMENTS, 1983. 

1 : Load Forecast Basis of 1983 Tariff Revision 



Sales in Normal Weather 

Consumer Class (Millions of units) 





1981-82 

Outturn 


1982-83 

Forecast 


1983-84 

Forecast 


Domestic 

% Growth 


5,668 


5,653 

(-0.3) 


5,663 
( + 0.2) 


Commercial 
% Growth 


6,804 


7,001 

(+2.9) 


7,232 
( + 3.3) 


Industrial 
% Growth 


2,062 


2,021 

(-2.0) 


2,022 
' (0.0) 


Public Lighting 


156 


156 


156 


Total 

% Growth 


14,690 


14,831 

(+1.0) 


15,073 

(+1.6) 


Forecasts are based 


on October 1982 Electricity Council 


load adoptions. 





January 1983 



2: Financial Effect of Proposed Revenue Increases 
Required Rate of Return in 1983-84 

Expected Target 1983-84 — an annual rate of return on average net assets of 2 per cent per annum 

[expressed on a current cost accounting (CCA) basis, but before charging 
interest and monetary working capital adjustment (MWCA)] 

1983-84 

£m 

Revenue 

Sales to consumers at present rates 

(including monthly fca consistent with £49,75 per tonne) 817.5 

Sales to other Boards 0-7 

Other Income on Energy Account 5.3 

823.5 



Costs 

Purchase of Energy 

(with fuel consistent with £49.75 per tonne) 

LEB Operating Costs (as outlined in TABLE 3) 

C & SA Profit (CCA) 

Operating Profit at present rates 

Interest * 

1 MWCA 

1 

Profit if present rates continue 

Proposed decrease — 

(a) to balance fca increase during 1983-84 

(b) general decrease 

Interest increase 

Profit after proposed increase 

Return 

Average net assets (CCA) 

Profit 

Plus Interest (0.8 + 0.9) 

MWCA' ... ... 

Profit before Interest and MWCA ... ... __ 

Return on net assets before Interest and MWCA: 2% 
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187.2 

0.0 



33.3 

0.8 

5.9 



26.6 

- 8.8 

-6.2 -15.0 



-0.9 

10.7 



915.0 

10.7 

1.7 

5.9 

18.3 
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3: Costs (energy account) 1981-82, 1982-83, and 1983-84 





1981-82 


1982-83 


1983-84 


Increase 

°/ 




Actual 


Present 


Present 


Col 3 




Outturn 
£ millions 


Estimates 
£ millions 


Estimates 
£ millions 


Col 2 




1 


2 


3 


4 


Cost of Energy Purchased 
Capacity Charges etc ... 


115.4 


162.4 


155.3 


- 4.4 


Unit Charges ... 


342.8 


419.0 


415.7 


- 0.8 


Fuel Adjustment 


54.4 


10.2 


32.0 


+ 213.7 




512.6 


591.6 


603.0 


+ 1.9 


Internal Costs 


Salaries etc 


76.6 


77.1 


81.1 


+ 5.2 


Materials and Services 


34.8 


34.6 


35.2 


+ 1.7 


Local Authority Rates 


20.5 


22.4 


26.5 


+ 18.3 


Depreciation— CCA 


42.8 


42.3 


44.3 


+ 4.7 


Cost of Sales 

Adjustment 


— 


0.1 


0.1 


— 


LEB Operating Costs 


174.7 


176.5 


187.2 


+ 6.1 


January 1983 






Percentages 
calculated before 
rounding 



Memorandum from the Electricity Council and CEGB 
Printed in Evidence 215-1 19 January 1984 

Examination of witnesses 

Mr T P Jones, CB, Chairman, Electricity Council, Mr F E Bonner, CBE, Deputy Chair- 
man, Central Electricity Generating Board, Mr R W Orson, Member, Electricity Council 
and Mr K F Whittle, Chairman, South Western Electricity Board, called in and examined. 



Chairman 

85. Good afternoon, Mr Jones and gent- 
lemen, may I welcome you very warmly to 
the Select Committee. May I also thank you 
for the extremely comprehensive and inter- 
esting memorandum which you very kindly 
prepared for us and which we have looked 
at very closely. I am going to start straight- 
away, if I may, by discussing what is very 
central to this Committee’s Inquiry, which 
is the justification for the proposed price in- 
crease and, particularly, of course, the 
Government’s justification for it. The first 
question I would like to put to you is this: 
Can the Electricity Council confirm that the 
decision taken on 1 January to recommend 
to Area Boards a 2 per cent increase in 
domestic tariffs from April 1 this year was 
taken, as it appears, reluctantly against its 
commercial judgment and only in deference 
to the Goverment’s wishes? 



(Mr Jones.) Could I start, just for the 
record, by saying that the recommendation 
was taken on January 19 and the recommen- 
dation which the Council made was that 
there should be a 2 per cent increase from 
1 April 1984 on quarterly tariffs and that 
there should be no increase on monthly tar- 
iffs but with the fuel price adjustment clause 
continuing to operate. In reaching that 
recommendation, the Council had to balance 
a number of factors, including the views 
which have been put to us by the Govern- 
ment who thought that it would be risky for 
there not to be a tariff increase starting on 
1 April and suggested that in order to avoid 
the possibility of a larger increase later in 
the year, or in the following year, that we 
consider the recommendation we have just 
made. That was certainly one of the factors 
we took into account and we also had to 
balance that fact against what it meant for 
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our consumers and what it meant in terms 
ot cost. We also had to balance it against 
the requirement which had been placed upon 
us, to repay to the Government £740 million 
in the financial year 1984-85. I cannot say 
that we took that decision lightly or with 
enthusiasm but, on balance, looking at all 
the factors and bearing in mind that the price 
increase would be significantly below the rate 
of inflation and on average would be about 
6p a week for the average domestic con- 
sumer, we thought as a Council it would be 
right to recommend that to the Area Boards. 

86. Would it be fair to say that was a judg- 
ment. you made after you knew about the 
EFL and not solely related to your commer- 
cial judgment about the question of pricing? 

(Mr. Jones.) When we first had the EFL 
of £740 million imposed upon us, as we made 
clear in our memorandum, we would have 
preferred to wait to get some experience of 
1984—85 to see how things were moving to 
decide whether or not a price increase was 
required. As we also explained in the memor- 
andum, the EFL, or the judgment of the 
achievement of that, is subject to a large 
number of uncertainties, particularly bearing 
in mind the size of the industry’s turnover 
and how it can be affected by things like 
sales, the price of coal, inflation levels. 
Against that background, we thought in view 
of what the Government put to us, asked 
us to think about, we decided to recommend 
2 per cent. That 2 per cent which we recom- 
mended was not required and is not required 
to meet the financial targets which were set 
for the industry in March 1983 and to that 
extent, Chairman, it is not commercially 
necessary. 



External Financial Limit which had been im- 
posed? That we cannot be sure of and we 
could not have been sure of that until later 
in the year when we had a better idea of 
how things were moving. I could not indicate 
to you now what subsequent increase might 
have been necessary if we were not putting 
tariffs up or recommending that tariffs go 
up on the 1st April. 

88. In its evidence to the Committee, the 
Treasury justified the proposal for a 2 per 
cent price increase on the grounds that it was 
necessary in order to maintain electricity at 
an economic price based on Long Run Mar- 
ginal Cost. However, the Electricity Council 
Memorandum at paragraph 30, states that 
electricity prices are already “equivalent to 
a broadly mid-point view of Long Run Mar- 
ginal Cost under a surplus capacity situa- 
tion”. Can you confirm that a 2 per cent 
increase from 1 April is not necessary in 
order to maintain electricity at an economic 
price based on Long Run Marginal Cost 
principles ? 

(Mr Jones.) I think I have indicated that 
in our view it is not because the target was 
based on a view of economic pricing and that 
view has not been changed. Therefore, the 
increase is not necessary to meet the financial 
target. Where the area of judgment comes 
in is whether or not an increase is required 
to meet an External Financing Limit and the 
burden of what we are saying in our memor- 
andum, as I am sure you have seen and 
appreciated fully, is that the External 
Financing requirement which has been im- 
posed upon us is not consistent with the 
financial target which was set for the in- 
dustry in March 1983. 



87. If the Government had been willing, 
as the Electricity Council suggested, to leave 
electricity prices unchanged for the time 
being, how soon does the Council believe 
f that an increase would have become necess- 
ary on purely commercial grounds and how 
big an increase would this have been? 

(Mr Jones.) Could I distinguish between 
your use, if I may, of the words “on commer- 
cial grounds”, because I believe the financial 
target was set bearing in mind economic 
pricing and indeed there was considerable 
I debate before the fixing of that financial tar- 
get. In order to achieve that target, as we 
indicate in our memorandum, an increase 
was not required. Therefore if you like, when 
you ask was it commercially required, I 
would draw a distinction. The point is, was 
an increase likely to be required to meet the 



Mr Rost 

89. May I press you on this? You have 
told us that the increase was not required 
to meet fiancial targets; you doubt whether 
it was needed to reach your financial limits; 
you have said that it is not required to meet 
economic pricing. What was it required for? 

(Mr Jones.) I have said that it was not 
required to meet the financial target. I do 
not believe it is required to meet economic 
pricing. There may be various views about 
economic pricing but as we have said in the 
memorandum, the point to which the Chair- 
man has drawn attention, we believe that our 
present prices are on a mid point. What the 
increase is required to do is to give greater 
confidence, if you like, to our ability to 
achieve the External Financing Limit of £740 
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million but can I just add I did not say, and 
I do not want there to be any misapprehen- 
sion on this, that we doubted whether an in- 
crease would be necessary. What we said — 
and we have consistently said this — is that 
we wanted to see how events transpired 
before deciding whether an increase was 
necessary and, if so, how much. 

90. Would you have preferred to have 
been given a directive of a higher External 
Financing Limit and then be left to achieve 
that in your own commercial judgment? 
Would this not have provided you with more 
incentive to maintain your achievements in 
improved efficiency? 

(Mr Jones.) I would have preferred, and 
the industry would have preferred, to have 
had an External Financing Limit which was 
consistent with the financial target which had 
been set; and certainly in relation to either 
or both of those things the industry would 
have preferred to have been left to decide 
how that target, that financing limit, was best 
met. 

91 . Finally, is it your view that a judgment 
on economic pricing should be a matter for 
the Treasury rather than the Department of 
Energy, and can you account for any prece- 
dents in the industry when the Treasury 
appears to have overruled the Department 
of Energy on a judgment of what is or is 
not economic pricing? 

(Mr Jones.) I cannot cast my mind back 
necessarily to that area but certainly, speak- 
ing from my previous experience, it would 
not be the first time that the Treasury has 
overruled a sponsoring department. To 
answer your point more substantively, if I 
might, I do not regard the setting or the 
determination of economic pricing as the 
sole reserve or prerogative of the Treasury. 
I think that is something which has to be, 
I hope, agreed between the industry con- 
cerned, its sponsoring department, the 
Department of Energy and the Treasury; in 
other words, it is a three-party discussion 
and nobody should have a unilateral role in 
it. 



93. Would you agree the Government’s 
wish was the factor and not one of them? 

(Mr Jones.) I would say it was one of the 
factors. It was a very important factor and 
if you are a nationalised industry you cannot 
lightly disregard or set on one side the views 
which have been expressed in all sincerity 
and with great weight by the Government. 

It was not as if they were expressing it for 
the first time. The discussion had been going 
on for a period. That having been said, we 
had to weigh that against all the uncertain- 
ties about what the outturn of an External 
Financing Limit is going to be. Given that, 
it seemed to us as a Council, and that we 
were now talking about a much smaller price 
increase than the Government originally sug- 
gested to us and the effect this would have 
on bills, putting all that together, the sensible 
balance was to recommend to Boards that 
there should be a 2 per cent increase on 
quarterly tariffs. 

94. It is shadow boxing anyway, but 
nevertheless it seems pretty clear from the 
answer to question 2 by the Chairman that 
the Treasury and the ESI disagree over their 
estimates of what the economic price should 
be. How has this difference arisen and what 
estimates of Long Run Marginal Cost are 
the ESI and the Treasury respectively using? 
Can this difference be reconciled? 

(Mr Jones.) In answer to that, can I first 
take you back to when the target for the two- 
year period was agreed. That was agreed 
with the industry. The Department of 
Energy and the Treasury will have been privy 
to that agreement and it was stated at that 
time that that target took into account 
economic pricing. Since that target was set, 
the Treasury certainly have not talked to me 
or to any of my officers about economic pric- 
ing or told me any of the areas in which they 
think our economic pricing is at fault or, if 
you like, does not end up on a high enough 
return. So I am afraid I cannot answer your 
question in those terms because I am not 
being vouchsafed the Treasury what they 
think our economic pricing should be. 



Mr Lofthouse 

92. I have two very brief questions and 
one is a supplementary to the Chairman’s 
first question. You did use the words “The 
Government’s wish”. Is it a fact that you 
readily agree that in taking the decision the 
Government’s wish was one of the things 
you took into consideration? 

(Mr Jones.) Yes. 



Mr Rost 

95. That does rather raise the question as 
to a difference of judgment between the 
Department of Energy and the Treasury on 
what is or is not economic pricing. Can yon 
tell us what discussions you have had about 
the criteria which are used either by the Trea- 
sury or the Department of Energy on what 
is economic pricing? 
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(Mr Jones.) If I may, I will preface what 
I am about to say by saying that the last 
time there was detailed discussion on econo- 
mic pricing was in the run-up to the fixing 
of the target in March 1983. I was not at 
that time in my present seat so I cannot 
speak lor what went on. Mr Orson or Mr 
Bonner can but that was the last time there 
was a detailed discussion on economic pric- 
ing. I would certainly expect that there will 
be a renewed discussion about economic 
pricing before fixing the next financial target. 

Chairman 

96. Would either Mr Orson or Mr Bonner 
care to respond to Mr Rost’s question? 

(Mr Orson.) To my knowledge there has 
been no discussion with either the Depart- 
ment of Energy or the Treasury on economic 
pricing since the fixing of the financial target. 

Mr Rost 

97. May I put the question in another 
way? If the reason for the proposed price 
increase is to achieve economic pricing, 
which is what the Treasury argues, would 
the Treasury equally have accepted a lower 
rate of return in their negotiations with you 
if you could have justified a lower EFL in 
order to meet economic pricing or was the 
base line of the beginning of the debate, 
“Right, we want £X and we are going to 
justify that on economic pricing grounds” ? 

(Mr Jones.) It is a rather unfair question, 
if I may say so, which I think you ought 
' to put to the Treasury. Again let me try to 
respond to you. You have read our memor- 
andum and learnt that the EFL emerged 
latish in the day. I think we were told about 
it at the beginning of November. At that 
j time nobody said anything to us about 
economic pricing, nor have they done since. 

1 I have seen what has been said elsewhere and 
' 1 have heard some of the things which have 

been said in this Committee but nobody has 
said it to us. 

98. Is it your opinion that the whole 
debate and the whole directive has been 
about raising more revenue, (whether that 

, is a good thing or a bad thing is not for 
us to comment on), to reduce the PSBR and 
in order to achieve that objective it had to 
be hung on some reason or another, and 
economic pricing appeared to be the most 
convenient one? 

(Mr Jones.) What people choose to hang 
things on I do not know but I do recall seeing 



in the memorandum which the Department 
of Energy put in to you that one of the con- 
siderations which was listed was the needs 
of public expenditure. 

(Mr j Bonner.) Paragraph 10. 



Mr Morris 

99. Was there not one change since March 
1983, and that was the publication of the 
Coopers and Lybrand report? 

(Mr Jones.) No. It has not been pub- 
lished but the Coopers and Lybrand report 
was available, and I stand to be corrected 
if I am wrong, as I understand it was avail- 
able to the Department and was taken into 
account before the fixing of the target in 
March 1983. 

100. I wonder if we could turn to the Bulk 
Supply Tariff? Have the main outlines of 
next year’s Bulk Supply Tariffs yet been fina- 
lised? If so, what are they? 

(Mr Jones.) I shall ask Mr Bonner to 
comment in detail but I think the outlines 
have been agreed and indeed we have 
attempted to give some summary in Appen- 
dix 1 of our paper. I suppose the main 
change is that of the system service charge, 
an agreement that there will be far more unit 
rates than up to now. There have only been 
four and there will be many more than that 
with the aim of trying to respond to the 
requests from industry to enable them to 
operate their plant with lower costs. The 
structure has been thought through and we 
have discussed that in general terms with the 
Electricity Consumers’ Council. We have not 
yet put this to them but we will shortly be 
formally putting to them the full BST struc- 
ture for 1984-85. 

(Mr Bonner.) All I would like to add is 
that we have not yet fixed the Bulk Supply 
Tariff for 1984-85. That wilt not be done un- 
til the Board meets in March. The proposals 
outlined in Appendix 1 are effectively a deve- 
lopment of the 1983-84 tariff, which did in 
fact take into account some of the comments 
made by Coopers and Lybrand. As the 
Chairman of the Council has said, we have 
now proposed to put in more unit rates to 
give industry in particular the opportunity, 
where they have it, to take advantage of that 
and to reduce their costs. That indeed was 
one of the questions which Coopers and 
Lybrand posed. We have also I think devel- 
oped further the question of how we arrive 
at the capacity charge, which again shows 
the influence of some of Coopers and 
Lybrand’s thinking, although I would not 
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like this Committee to think that we go along 
with all that is said in that report, because' 
we do not. That is essentially where we are, 
what we have discussed with the Electricity 
Consumers’ Council and the tariff will be 
finally cleared by the Board at the beginning 
of March. 

101. Is there enough information in the 
Appendix that you have required to produce 
a recommended price level before you 
actually provide the final Bulk Supply Tariff 
figures? 

(Mr Bonner.) We have some figures, 
obviously, but because things are so shifting, 
with all the uncertainties, we do not finalise 
the monetary content until the Board meet. 
We have a fair idea of what it is going to 
be. 

102. Normally you would say that an 
announced price increase would follow the 
announcement of the firm Bulk Supply Tar- 
iff? 

(Mr Bonner.) We always make an an- 
nouncement when we fix the tariff in March. 

Chairman 

103. Can I come on now to the financial 
implications of the proposed 2 per cent price 
increase and begin by asking you in relation 
to your Council’s memorandum, in which it 
was said that you expected to be able to meet 
the EFL for 1984-85 at minus £740 million 
without a price increase, by how much does 
the Council expect that the EFL will be over- 
shot if prices are increased by 2 per cent on 
1st April? 

(Mr Jones.) We do not, with respect, 
state in our memorandum that we expect to 
meet the EFL of minus £740 million. What 
we say in our memorandum is that we would 
do our best to meet it but would prefer it 
to be left to ourselves and I think in para- 
graph 22 we actually did say that we should 
be allowed to decide for ourselves what to 
do. 

104. I would refer you, if I may, to the 
last sentence of paragraph 23(a), where you 
say that there was a reasonable prospect of 
achieving the EFL without a tariff increase. 

(Mr Jones.) Yes, but I would urge you 
to read that in conjunction with the last sen- 
tence of paragraph 24, where we state we 
wanted to decide what tariff increase, if any, 
might be necessary. I am not trying to be 
evasive about this but there is very consider- 
able uncertainty which I think you would 
Printed image digitised by the University of Southampton Library 



accept. We are really talking about enor- 
mous sums of money, £10 billion in and £10 
billion out, about £60 million a day. To be 
more precise about what the EFL is going 
to be is extremely difficult. This year, for ex- 
ample, as opposed to the £418 million, we 
expect to repay £590 million. There are still 
great uncertainties, what is the load factor, 
what are the sales, what is inflation going 
to be, what is the coal price going to be? 

I cannot tell you, Chairman, that we will 
achieve the EFL at minus £740 million or 
that we will not. But what I will say is this, 
the tariff increase we have recommended 
should give increased confidence in our abi- 
lity to meet it, albeit there are still very con- 
siderable uncertainties for the reasons I have 
outlined. 

105. If one accepts the premise, and you 
may or may not do so but some of us do, 
that the increase is not commercially justi- 
fied, even allowing for all the factors of un- 
certainty which you have described, and that 
any extra revenue will go to the Treasury, 
does this not indubitably represent a direct 
levy on consumers which is unrelated to your 
commercial judgment in all other respects? 

(Mr Jones.) As I have indicated earlier 
the amount we have been asked to repay is 
not required to meet the financial target set 
for the industry, which took account of the 
commercial and economic needs of the in- 
dustry. I think the only thing I would say, 
and one does have to bear it in mind also, 
is the fact that it is in the interests of con- 
sumers that there should not be sudden 
increases in price but as far as possible there 
should be a smooth price progression. This 
is a fact that one has to take into account. 



Mr Concannon 

106. You have said on numerous occa- 
sions that the minus £740 million virtually 
came out of the blue and in effect that must 
have been a great surprise to you. How do 
you distribute this £740 million? Everything 
you have said, no matter how you have 
dressed it up, points to a great reluctance 
on your part in asking for a 2 per cent in- 
crease. How do you allocate this around 
your Area Boards? Do you divide it up by 
your Area Boards and say, “You have to 
do X, your target is X for the year”? Is this 
published anywhere because we cannot find 
what you have done in previous years? 

(Mr Jones.) Mr Orson may wish to com- 
ment but my understanding is that there is 
a financial target for the industry as a whole 
Digitisation Unit 
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and individual financial targets for the indi- 
vidual Area Boards. There is a single Exter- 
nal Financial Limit for the industry as a 
whole and that has not been allocated out 
in the past but the returns from the Boards 
have been monitored centrally at the Electri- 
city Council. I think given the size of the 
repayment expected, we will have to indicate 
to Boards what contribution we are expect- 
ing from them in 1984-5. 

107. So you are going to set targets for 
Area Boards? 

(Mr Jones.) Yes. 

108. This will be the first time you have 
done this? 

(Mr Orson,) Not the first time. We have 
done it on occasions in the past but not this 
particular year. The CEGB is also allocated 
part of this money. 

109. This is basically because the increase 
is so large from the £350 million you 
expected to the £740 million? 

(Mr Orson.) Not quite. The £350 million 
was a figure we expected last spring. Since 
then, all sorts of things have changed. We 
were indicating to all the Boards what contri- 
bution they should make to the industry’s 
EFL on the basis of up-to-date financial esti- 
mates and those show improvement. We 
offered the Government at one stage of the 
negotiations a figure of £530 million. 

1 10. What if you, as the Area Board chief, 
were to turn around and say, “I can reach 
my financial target without an increase”? 

(Mr Orson.) That is an interesting possi- 
bility. 

(Mr Jones.) It is certainly an interesting 
possibility but I think Area Boards recognise 
that they are part of an electricity supply in- 
dustry and that, just as there is a financial 
target, there is also on the industry an Exter- 
nal Financing Limit, another financial 
regime, and I would be surprised if any Area 
Board did not recognise its need to play a 
part in the industry achieving that EFL. 

Chairman 

111. Could I ask Mr Jones whether the 
subsidiary targets you mentioned earlier are 
going to be published? Will we know what 
they are? 

(Mr Jones.) We have no intention of pub- 
lishing them because we need to work these 
out with Boards and they are things which 
can move as figures come in on a month by 



month basis. It is really a mechanism to help 
us, sitting in the centre, to ensure that as 
far as possible we are meeting the EFL for 
the industry. 



Mr Morris 

112. Can I press you on the point that the 
Chairman made in the previous question? I 
think you have moved your ground, Mr 
Jones, if I may say so. You said the 2 per 
cent increase underpins the £740 million but 
you personally would have preferred to have 
waited. There must have been some working 
papers done within your Council of the 
revised calculation on what the top side EFL 
would be if things had gone forward as you 
originally forecast, and now plus 2 per cent. 
What is that top side figure? 

(Mr Jones.) I do not think we had a top 
side figure in that sense. We got a tough limit 
to meet without being precisely sure, to be 
honest, how we would necessarily meet it, 
but we wanted to see the way the cash flows 
went throughout the year to see what, if any- 
thing, needed to be done and, with respect, 
I do not think I am changing my ground. 
I think I have been consistent on this point. 



Mr Concannon 

113. I have a supplementary on the EFLs 
and the Area Boards. As you say, the EFL 
has been imposed upon you and one 
wonders how and why this figure came into 
being because it is obvious I think to most 
of the Committee that seeing as you have 
overshot and look like overshooting this 
year, you will overshoot next year. As each 
Area Board and the CEGB are seperate 
autonomous bodies, why is it thought right 
to publish separate financial targets for them 
but not the EFLs, especially since I am led 
to understand that the EFLs will be used to 
increase the price to the Area Consultative 
Councils? 

(Mr Jones.) This has almost developed as 
custom and practice and it is desirable that 
in order to give the management of an Area 
Board, or indeed the industry, a challenging 
target and an efficient framework in which 
to work, they need a financial target and that 
financial target should be able to last a 
number of years. Equally, the EFL is on a 
year basis and is concerned more with cash 
control and as such has tended to be 
regarded as relating to the industry rather 
than the financial target which is essential, 
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I would have thought, for any Area Board 
and the running of its business. Perhaps I 
might ask Mr Whittle, the Chairman of an 
Area Board, whether he might like to com- 
ment on that aspect. 

(Mr Whittle.) As has been said already, 
the Area Board — and I can only speak for 
my own but the others are very similar in 
this regard — have, from the Secretary of 
State, a financial target for two years which, 
in my case, is a CCA return of 1.85 per cent 
on average net assets and a performance aim. 

In other words, it is not a cost-plus situation. 

If we worked out our prices to achieve our 
CCA return, quite clearly we would be in 
a position next year where I would not be 
looking for an increase in our tariffs, but if 
we look at it from the point of view of trying 
to see what our contribution would be nor- 
mally to the EFL, we would calculate what 
our CCA return would call for in terms of 
increase in income, look at our capital 
required which is authorised again by the 
Department through the Council, and it 
would shake out at the bottom what our 
figure would be in contributing to the EFL. 
In this situation, it would appear that things 
are turned round the other way in that the 
industry is required to meet a certain EFL 
and we work backwards to see what tariff 
increase would be required in order to try 
and achieve that. 

1 14. I think we ought to press this point. 
You are a seperate, autonomous body and 
you have your financial targets. You are now 
going to have a target to meet your share 
of the EFL, whatever is imposed on you, 
You are Chairman of your Board and you 
make your own decisions on this. If you 
think this year you can meet your financial 
targets, you can meet your share ofthe EFL 
without the 2 per cent increase but with a 
2 per cent increase you will vastly overshoot 
and pay more into the Treasury, what would 
be your advice to the Consultative Council 
when you have to inform them? 

(Mr Whittle.) Apart from being on an 
autonomous Board I am also an ex officio 
member of the Electricity Council as Chair- 
man of the Board and therefore I have to 
take some regard to the requirements for the 
industry as a whole, as I am party to what 
goes on in Council in that respect. In fact 
the situation is quite clear, a 2 per cent in- 
crease in my Board on the quarterly tariff 
will mean that over two years I am likely 
to get a return double that which is required 
in terms of my financial objectives, but my 
recommendation to my Board will be — 
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remember, that I still have an indebtedness, ' 
I still have some debt, which is required to ;; 
be reduced — therefore my advice to my 
Board will be that 2 per cent on quarterly 
tariffs is not a very high figure and even ) 
though it means we will exceed our financial { 
target the Chairman of the Council referred 
to one thing it will produce, and that is a 
smoothing effect on tariffs to customers over 
a period of two years or so, which will enable 
us to go further in reducing our indebted- 
ness. I would be advising my Board, and we 
have already discussed this in part, that we 
should go along with the Government’s 
request in this matter and then following 
that, if the Board agree with me, which I 
hope it will, we will have to go to the Con- 
sultative Council and explain to them why 
we think it is necessary to go along with this. 

Mr Leadbitter 

115. We are getting into a state of con- 
siderable confusion in the use of words. I 
do not know whether the witnesses are aware 
of it, but they have become prisoners of a 
language of their own design. I want to read 
two sentences. Mr Burgner of the Treasury 
last week said this: “The Government has 
no power to impose financial targets, no 
power to impose EFLs”, so the EFL is a 
target which is suggested by the Treasury. 

Mr Jones in his introductory comments said 
this: “that the EFL of minus £740 million 
was imposed upon us.” What kind of lan- 
guage is all this? Where do we go? 

(Mr Jones.) Perhaps I could help. I do 
not think there is any inconsistency in the 
language. The “power” which Mr Burgner 
had in mind is a statutory power and he is 
quite right when he says there is not a statu- 
tory or legislative framework for setting a 
financial target or an EFL ; that is a question 
of power. There is also the question of how 
governments, successive governments, have 
developed a financial framework in their 
relationship with nationalised industries. 
Over the years that has developed by setting 
industries a financial target supplemented by 
External Financial Limits. When the EFL 
for the electricity industry is announced, as 
it was in the House of Commons on the 17th 
November, I think perhaps I am not being 
unfair or using words lightly, when I say it 
has been imposed. 

116. I am not interested in fairness, and 
I am not questioning your integrity, I am 
establishing the need for literal interpre- 
tation and for being correct when informing 
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the Committee, which relies on evidence, 
that we use words which have an agreed 
meaning. Mr Burgner did say that the 
Government has no power to impose and 
you did say that the Government did impose. 
We are entitled to know what is going on. 

('Mr Jones.) Can I attempt to answer it 
another way: the Government has no legal 
power to impose, but it has announced the 
EFL for this industry and if I can use the 
word “set” rather than “impose”, it has set 
the EFL for this industry. Would you accept 
that? 

117. No, not on the evidence I have been 
listening to, not at all. The witnesses, who 
do have rehearsals before they come here, 
are not very good at this, Another question: 
Mr Whittle has said that the Area Boards 
are autonomous. That is a nice word, and 
it has a meaning that you and I understand. 
Are you saying that it is a situation in which 
you chair your Area Board which is autono- 
mous and you are responsible for its finan- 
cial autonomy? Are you saying that? You 
have used the words, not me. 

(Mr Whittle.) We are called an autono- 
mous Board but I still consider that as Chair- 
man of a so-called autonomous Board, being 
a Member of the Council, that I have some 
responsibility in the corporate responsibility 
exercised within the Council. 

118. Yes. You said in your words, not 
mine, “My Board is autonomous”. Now you 
have just said “so-called autonomous”. Let 
us be clear what that means. If your first 
statement was correct and your Board is 
autonomous how does it come about that 
the EFLs for your Board and the other Area 
Boards are not published? 

(Mr Whittle.) This is a concern that I and 
my Board have in that the objectives and 
the financial target and the EFLs are, to use 
the word which was used by Mr Jones, set 
for the industry and set for the Boards. The 
EFL is set for the industry, the financial tar- 
gets are set for individual Boards. They are 
mutually inconsistent and this is our con- 
cern. 

119. I am asking you a simple question: 
Forget about your loyalty to the Council and 
you allegiance to the present incumbent of 
the Treasury, let us just talk about this 
autonomy. Why on earth are the EFLs not 
published so that people like myself who are 
charged by this House to monitor and scru- 
tinise — and that is what those two words 



mean, to do just that — could you tell us with- 
out excuses, just why the EFLs are not pub- 
lished for the Area Boards? 

(Mr Whittle.) I suggest that is not a ques- 
tion you should ask of me, because I do not 
set the EFLs. 

(Mr Orson.) May I try? The reason why 
the EFLs are set for the industry as a whole 
and financial targets are set for the individual 
Boards, is that the gap between the Generat- 
ing Board and the Area Boards complicate 
the Government setting individual EFLs for 
individual Area Boards or Generating 
Boards. The annual process of working these 
figures out is very complicated because, as 
you are aware, something like 80 per cent 
the income of an Area Board is passed to 
the Generating Board and one has to take 
into account these internal industry trans- 
actions before you can allocate an EFL 
among the 13 Boards. That is why since the 
EFL regime came into being in 1976, 
although the financial targets are given to 
the Boards because they can manage their 
own affairs in terms of profitability, the tar- 
get in terms of a cash limit, total industry 
borrowing, is done through the industry. The 
other reason is that the Electricity Council 
acts in effect as a banker for the whole in- 
dustry and undertakes all the borrowing or 
financial transactions that the Government 
sets it. That is the reason for this procedure. 

120. I asked a simple question: why are 
the EFLs for the Area Boards not published? 
It has been conceded that the EFL process 
is a reasonably good managerial process with 
which to deal with the present financial 
structuring and business of the Boards. It is 
in how it works that there are problems. It 
follows that if you have autonomy in the 
Area Boards, and if there is an overall EFL, 
you must discuss the apportionments of 
these EFLs to the Boards. They arc figures 
that must considered. It is a simple question: 
Why arc they not published? 

(Mr Orson.) Indeed, but these are figures 
which are subject to monthly and quarterly 
change because of the changes in the cash 
flow between the Generating Board and the 
Area Boards. When we allocate the EFLs 
for the purpose of monitoring performance, 
this is an internal industry exercise and we 
know very well during the course of the year, 
because of all sorts of changes, which we 
cannot predict, that the numbers that finally 
emerge will be quite different in terms of 
allocation. That is a different matter from 
saying to an Area Board, “Over the next two 
years you should achieve a whatever return 
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on assets”, because this is something they 
can do more independently. The cash trans- 
actions that move around within the industry 
make it, in my view, inappropriate to publish 
the individual Board allocations for moni- 
toring purposes because we have to exercise 
a lot of management judgment in how to 
monitor those figures. 

121. When you allocate EFLs for moni- 
toring purposes, the point of the matter is 
quite simple: why cannot some elements of 
this EFL calculation which must exist be 
published even with a footnote to explain the 
complexities which I am sure you accrue to 
yourselves as you have had a monopoly of 
comprehension on these matters? 

(Mr Jones.) The EFL for the industry is 
not split for the reasons Mr Orson has 
explained. Provided the EFL is not inconsis- 
tent with the financial target, the system 
works very well. It is when you get .a problem 
of an EFL that is not consistent with the 
financial target that one runs into difficulties. 



Mr Rost 

122. What is your latest estimate of the 
EFL in the current financial year, 1983-84? 

(Mr Jones.) Minus £590 million. 

123. That was your estimate as of last July 
or so and you have not uprated it since? 

(Mr Jones.) It is an estimate we have 
been reporting to the Department of Energy 
certainly since the autumn. 

124. Coming on to the 1984-5 target of 
minus £740 million EFL, by how much do 
you expect to overshoot that without a price 
increase — I know that is theoretical now — 
and how much would you expect to over- 
shoot it by with your price increase? 

(Mr Jones.) With respect, I thought I had 
already answered that question and I do not 
think I can add any more. 

125. I am trying to pin down some sort 
of figure. 

(Mr Jones.) I cannot give you a figure 
because of all the uncertainties attached to 
the EFL. I cannot say whether I will over- 
shoot or undershoot. I will do my best to 
achieve it as will the industry. 

126. If, as you claim, the EFL could be 

well overshot with a price increase 

(Mr Jones.) I did not say that. I did not 
claim that. I said I was not in a position 
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to say whether we would overshoot or under- 
shoot. I did not claim that we could well 
overshoot. 

127. You have claimed you could meet 
the EFL without a price increase; therefore, 
with a price increase you must overshoot it. 

(Mr Jones.) Neither I nor the industry 
claimed that we could meet it without a price 
increase. What we said was given the uncer- 
tainties and the magnitudes we are dealing 
with, we would have preferred not to have 
taken a price increase on 1st April and to 
see later in the year what, if any, price in- 
crease might be necessary. 

128. My question is, what incentive is left 
to you or what incentive is now being 
removed from you to maintain improved 
efficiency if it looks likely that you are going 
to achieve your EFL more easily with a price 
increase that you would have done without 
a price increase? Is this not a disincentive 
to your own internal management? 

(Mr Jones.) That is a perfectly fair point 
and it is one of the things which has bothered 
me which I represented to the Government. 
Both we and the management of the industry 
have consistently impressed the importance 
of increased cost control and increased pro- 
ductivity in order to improve our competi- 
tive position. When one gets a higher EFL 
than is needed to meet that financial target, 
that is bound to have a demotivating effect 
on staff who say. “Despite all you say, this 
financial requirement is higher than is 
necessary to meet the needs of the industry” . 



Dr Clark 

129. Staying on the External Financing 
Limit of minus £740 million and accepting 
that it cannot be imposed upon you but it 
was set, does the fact that you have accepted 
the setting mean that you thought it was set 
fairly and was a reasonable figure? 

(Mr Jones.) I did not accept it and I think 
this is quite clear. What I said in the memor- 
andum which has come to the Committee 
is that I indicated that it was higher than 
we anticipated or would have liked but it 
having been set we would do our best to meet 
it. I do not think that the discussions on the 
way in which it was set were satisfactory. 

130. If it was not imposed and if it was 
set, to use the word, you could presumably 
have declined to accept it if you wanted to? 
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(Mr Jones.) I could, I suppose, or the in- 
dustry could have said, “We see the financ- 
ing limit you have set; we do not intend to 
meet it”. I think, though, one does have to 
take regard of policies of a nationalised in- 
dustry and Government which has close rela- 
tions with that industry and is in many ways 
its proxy for its shareholders. I do not think 
you can lightly turn round and say that now 
you have set it goodbye, we are not going 
to do anything to achieve it. What you can 
legitimately ask — and this is what we did 
legitmately ask — is, having set it, although 
we do not like it, we should be allowed to 
decide how best to try to meet it. 

Chairman 

131. Is it the situation that had the Supply 
Council or any Area Board taken that nega- 
tive view, the shareholder, the Government, 
could have appointed a new board? 

(Mr Jones.) Yes. It is always theoretically 
possible to appoint a new board and to 
appoint a new chairman whether of Council 
or the Area Board. But I think before you 
could, dare I say it, dismiss a chairman of 
an area board, you would have to show good 
cause why he was being dismissed. 

Mr Leadbitter 

132. Not necessarily ! 

(Mr Jones.) Could I rephrase my answer: 

I hope before any question of the dismissal 
of an Area Board Chairman comes up one 
would expect to have good reasons before 
you dismissed him. 

Mr Rost 

133. A supplement to the Chairman’s 
question: What you are objecting to, am I 
right, is not the raising of the EFL or the 
imposing of it but the manner in which it 
was done, by directing you to increase your 
profits through price increases which gave no 
scope for commercial decision-taking? You 
would not object in principle to having a 
higher EFL in order to produce a larger divi- 
dend to the shareholder, the taxpayer? 

(Mr Jones.) I understand what you are 
saying but my objection, if you like, or my 
concern, goes much wider than that. We 
tried to bring this out in our memorandum. 
What has happened this time around I think 
is in conflict with the financial framework 
set out in the 1978 White Paper, which said 
the financial target should be central to the 

guidelines. Some of us spent some time on 
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helping to prepare that White Paper. That 
White Paper was the outcome of much 
deliberation, trying to get a more satisfactory 
relationship between the Government, what- 
ever it may be, and the nationalised indus- 
tries. That financial framework was intended 
to do that, the financial target being central 
with the EFL supplementing it on an annual 
basis but being consistent with the target. 
My concern is two-fold: that the EFL, which 
has been set is inconsistent with the financial 
target the industry has, and which was only 
set last March, and that there is a danger 
of annual cash control being given priority 
over a proper financial target. I do not 
believe that you can run a trading organisa- 
tion like the Electricity supply industry with 
a £10 billion turnover on annual cash con- 
trol. That is my first worry, that the logic, 
and it was a very good logic, of the White 
Paper has been inverted. 

134. Am I right in supposing you had 
something to do with the introduction of 
that White Paper in the first place? 

(Mr Jones.) Yes, but that is not why I 
find logic in it. Let me say, and I think my 
colleagues can confirm this, it was a White 
Paper which was certainly welcomed by the 
Electricity Supply Industry and I think by 
every nationalised industry. I think if you 
take any nationalised industry they would 
say what I am saying, “Please let us have 
a consistent and coherent financial frame- 
work”. That is my first burden of complaint. 
My second one is linked to that, that the 
EFL is inconsistent with that financial target 
and was notified to us late and was set,. I 
believe, too high in relation to the financial 
target and I do not think that there was satis- 
factory consultation in arriving at the EFL. 
That is a long answer but I hope it answers 
the question. 



Chairman 

135. That is very helpful. In the White 
Paper, in which you played a considerable 
part, was it ever envisaged that this whole 
apparatus of control would then be used for 
a purely fiscal purpose? 

(Mr Jones.) I am bound to say that it was 
certainly not in the minds — at least not in 
my mind, if it was in the minds of others 
—of officials because they had been con- 
cerned to get a stable regime. Quite what was 
in the mind of whatever Minister and what- 
ever Government at the time, I would not 
care to speculate. All governments tend to 
' Digitisation Unit 
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have views about fiscal matters in my experi- 
ence however stable the regime. 

Mr Barron 

136. Could I ask why the price increases 
over the past tour years have been loaded 
so heavily on domestic consumers? 

("Mr Jones.) I do not think, with respect, 
they have been loaded heavily on domestic 
consumers. I think what you may have in 
mind is the effect of the fuel price adjust- 
ment. As you know the domestic or quar- 
terly tariff has an estimate of the fuel cost 
built into it, whereas in the case of monthly 
tariffs, which are those which apply to the 
larger industrial areas, a separate fuel price 
adjustment clause is applied throughout the 
year and reflects the cost of the coal, or what- 
ever it is, going into the power stations. The 
recommendation we have made to the 
Boards at this time is a 2 per cent increase 
on quarterly tariffs and we expect that the 
operation of the fuel price adjustment clause 
will result in a 2 per cent increase to industry. 

I would say that they are not significantly 
out of balance and certainly, if the recom- 
mendation is applied, the balance at the end 
of 1984-85 would be no different than it is 
at the moment. 

137. Is it not true to say that the balance 
before the 2 per cent increase on a national 
average is about 50 per cent above the indus- 
trial price for domestic consumers? 

(Mr Orson.) The question may be related 
to the average price per kilowatt hour for 
domestic consumers and for the industrial 
consumers. The reason for that difference is 
that the load characteristics and voltage 
levels of supply are so different that it is quite 
unreasonable to make that comparison. If 
you look at Appendix 2 of the memorandum 
we submitted, it gives the price history over 
the past five years or so and although the 
annual phasing is rather different over the 
whole period it is much the same sort of 
increase for the domestic and industrial 
tariffs. 



Chairman 

138. You have been very helpful on the 
reasons why the Council, despite an opposi- 
tion to the proposed price increase, decided 
on the 19th January to accede to the Govern- 
ment’s request for the price increase, but I 
wonder whether the Council took legal 
advice on the possibility that by increasing 
prices by more than is necessary to break 
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even on revenue account, taking one year 
with another, as required by Section 13 of 
the Electricity Act, it is in breach of its duty 
under Section 1(6) of the Electricity Act 
1947, “to secure so far as is practicable the 
cheapening of supplies of electricity”? 

(Mr Jones.) We did not take specific legal 
advice in that sense, although we do have 
our own lawyers in the Council. We did not 
take the view that what we were recommend- 
ing was offending that legal requirement. 
When you refer to taking one year with 
another that is what is formally, legally 
required in the statute. Since the early 1960s 
all governments have accepted that that is 
not really an adequate financial return, an 
adequate use of resources, and have 
supplemented that legal requirement by 
setting financial targets for the industry. 

Mr Malone 

139. In essence, are you not saying that 
in fact there has developed over the years 
the replacement of a statutory duty by a con- 
venience that has simply grown up of avoid- 
ing it? Is that not the essence of what you 
are saying? 

(Mr Jones.) No, that is not in essence 
what I am saying. You slipped in the word 
“avoiding”. What I have explained is that 
there has grown up over the years what is 
a quite proper recognition that nationalised 
industries, not just the Electricity Supply In- 
dustry, should earn a proper return on assets 
and investments which have been made into 
it. If you look back at any of the debates 
about nationalised industries you will see 
that simple statutory requirement to break 
even, taking one year with another, is not 
considered adequate by anybody. 

140. In addition to that, there is another 
requirement, is there not, which is contained 
in Section 1(6) of the 1947 Act, which 
requires you to secure as far as is practicable 
the cheapening of supplies of electricity. 
What I have to do is ask what your reaction 
was in the face of that requirement? You 
were in a position where you were not 
required to conform to what the Treasury 
wanted you to do and do you consider that 
you acted rightly in complying with their 
wishes counter to that duty? 

(Mr Jones.) I think you cannot look at 
this in the short term. One has to have 
regard, firstly, to the amount of the increase 
which is being required or requested, and 
secondly, what this means and what it may 
mean in relation to future price progression, 
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I have a requirement not only in statute but 
I also have a personal letter of objectives tell- 
ing me that I have to ensure that electricity 
is produced as economically and efficiently 
as possible. I can assure you that I did not 
in any way and I do not in any way consider 
the recommendation which the Council 
made, (and I was part of that, obviously), 
as being inconsistent with that duty. 



Mr Speller 

141 . I have listened with great interest and 
I understand that you do not have a statu- 
tory obligation to increase prices but none- 
theless the decision has been taken so to do. 
There is a statutory obligation to consult the 
Consumers’ Council. Could we know what 
their view has been for the time prior to 19th 
January? How have you reacted? What was 
their decision and what reaction has come 
from the Council? 

(Mr Jones.) The statutory position is that 
the fixing of prices is done by the Area 
Boards they consult with their consultative 
iffs, by the CEGB and in relation to Area 
Boards they consult with their consumers’ 
councils. In the light of the Council’s recom- 
mendation to Boards, if Boards decide to 
accept that recommendation, then in the 
normal way they would consult their con- 
sultative councils. I have not approached the 
ECC but I am quite clear what the views 
of consultative Council chairmen are. They 
would prefer that the increase did not take 
place, obviously, and the chairman of a 
consultative Council is an ex-officio member 
of each Area Board. I try to get round those 
Boards as frequently as I can and I am under 
no doubt that the Council’s recommendation 
on this point will, to put it mildly, not be 
popular. 

142. Perhaps Mr Jones may not be aware 
that in matters of planning town councils 
and parish councils have the right to be con- 
sulted but there is no obligation on the next 
council up of taking notice of it. Is that 
frankly what the position is? We understand 
all consumers object to all increases, whether 
in rates or prices and all the rest of it, but 
what is the point of having the Consultative 
Committees or the Council if in truth one 
is really saying, “We will listen with great 
courtesy but not take much notice ? 

(Mr Jones.) That is not what I said. What 
I did say was that each Area Board has 
alongside it a consultative council and that 
consultative council will be consulted and 



their views will be listened to carefully as 
they are when they are consulted on any 
other issue. I think the record of the industry 
in consultation with its consumers’ councils 
is good. The relationship of the Council is 
with the Electricity Consumers’ Council 
which is the overall national body which 
does not itself come into the fixing or the 
consultation on Area Board tariffs. It is 
consulted and will be consulted on the fixing 
of Bulk Supply Tariffs. 

143. But has there ever been any case in 
your knowledge when the objection by the 
consumer side has actually resulted in the 
price either not going up or being brought 
down from the proposed increase? 

(Mr Jones.) You have me at a disadvan- 
tage having been there only since April. 

(Mr Orson.) There is a long history of the 
attention Area Boards pay to their councils. 
Some of the things that come to mind are 
the rebates of a few years ago, and the deci- 
sion of the Area Boards to adjust fuel costs 
in quarterly tariff. There is a genuine consul- 
tation process. 

144. But on the actual price of electricity? 

(Mr Orson.) The price question I think 

is one that I hope and believe the Consulta- 
tive Councils themselves take a reasonably 
long-term view about. When you are faced 
with a particular financial situation it is very 
difficult to do very much in the short term 
to influence that but I think the industry and 
the Boards have responded over the years 
to the views of consultative councils in an 
effective longer-term trend on tariffs. The 
scope one has in the immediate situation is 
rather limited. 

Mr Concannon 

145. If you are going to overshoot by £172 
million this year, why can we not have 
another rebate? 

(Mr Orson.) Originally our hope was that 
we would be able to leave the average level 
of tariffs unchanged for next year which is 
a way of taking account of the over-achieve- 
ments of this year. 

146. So the consumer loses both ways : he 
is not going to get his rebate and he is going 
to get this increase as well ? 

(Mr Jones.) We are talking about 2 per 
cent which is about 6p a week. I would like 
to think that as an industry we are given 
some credit for having made sure that that 
increase, if it is accepted by the Boards, is 
lower than the one we were first asked to 
contemplate. 
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147. From all that you have said today, 
if you were left to your own devices even 
with the £740 million, there is no way you 
would have increased prices by 2 per cent 
on 1st April? 

("Mr Jones.) Left to our own devices, I 
do not think we would have done it on the 
1st April. I am not saying that later in the 
year it might not have become necessary. 

Mr Morris 

143. We have had submitted to us today 
a paper from the London Electricity Con- 
sultative Committee who have complained 
in a memorandum of inadequate provision 
of documentation by the LEB relating to the 
proposed tariff increase and, in particular, 
what they say is that they have received no 
description of how proposed tariffs are de- 
rived from the Board’s costs through cost 
analysis-led research and cost yardsticks. No 
attempt has been made to dis-aggregate the 
budget in detail or to relate it to indices of 
output and productivity. I understand you 
cannot necessarily answer for the London 
Electricity Board, but would you not agree 
that the provision of such basic information 
is essential if the statutory consultation basis 
is to be more than a cosmetic one? 

("Mr Jones.) As you say, I cannot answer 
for the LEB. I would be surprised if some 
ot the things that are said not to be provided 
have not in fact been provided. I have a high 
regard for the London Electricity Board and 
for its Chairman who I think is a very good 
Chairman indeed, who goes out of his way 
to keep his Consultative Committee in- 
formed. I have only just heard what you said. 
I would be surprised if some of the things 
you put to me are not available or could not 
be made available if they were requested. 

Mr Leadbitter 

149. The question of price cannot be un- 
linked from that of EFL because, in blunt 
terms, to the consumer it is another form 
of tax that they could have well done without 
and that is the nub of the matter. Do I under- 
stand from your memorandum that the EFL 
is fixed five months in advance of the start 
of the year? 

("Mr Jones.) Yes, the EFL was set on 17th 
November and it is the EFL which we have 
to achieve in the year 1984-85. 

150. Is it not correct that the EFL is deter- 
mined for a year at a time? 

("Mr Jones.) Yes. 
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151. Has this rule ever been breached? 

("Mr Jones.) Which rule? 

152. The rule of determining the EFL at 
the time stated and the related rule that the 
surpluses of one year are not carried forward 
to another year. Has that rule been 
breached ? 

("Mr Jones.) As far as I know, the rule 
has not been breached in that sense. EFLs 
have been set on a yearly basis. I hope I am 
not boring the Committee by repeating that 
the burden of my worry and concern is that 
the EFL should be consistent with the finan- 
cial target. The EFL, to the best of my know- 
ledge, is, and always has been, an annual sys- 
tem because it is related to cash control. Mr 
Orson quite rightly points out to me that if 
circumstances change, it can be — and has 
been in the past — varied in the course of the 
year. 

153. We want to be quite clear about it 
because there was a change in March 
1982-83 and there was a surplus amount 
handed over to the Treasury. That happened 
just before the May General Election but 
naturally I do not want you comment upon 
that. 

("Mr Jones.) If you are looking at me, I 
am not going to comment on that either! 

154. I am merely asking the important 
point, and I will leave it there, has this rule 
of carrying surpluses over been breached and 
if there is any doubt could we have a note 
about it? 

("Mr Jones.) I would prefer to put in a 
note. Let me say my understanding is that 
surpluses are not allowed to be carried for- 
ward, but I will check. 



Mr Rost 

155. You have been so helpful this after- 
noon that I have almost forgotten that you 
came from the Department of Energy! 

("Mr Jones.) I thought I had got away 
with it up to now! 

156. When you were a distinguished and 
senior official in that department, would you 
not have raised your eyebrows if the Trea- 
sury had come along and dictated to the 
Department what economic pricing ought to 
be? 

("Mr Jones.) I honestly think that is a 
slightly offside question and I would prefer 
not to answer it. The way one might have 
reacted in a previous life one could perhaps 
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speculate about, but what I am prepared to 
answer to the best of my ability today is how 
I respond in my present role. 

157. In your present role we nevertheless 
are entitled to have an opinion from you as 
an independent person. Do you believe it is 
the role of the Treasury to fix financial tar- 
gets and do you believe it is the role of the 
Department of Energy to fix energy strategy 
and policy? 

fMr Jones.) You are asking me, with re- 
spect, a different question and I think I have 
answered the first part of that question 
already. The fixing of financial targets should 
be a tripartite process between the industry 
concerned, its sponsoring department, the 
Department of Energy, and the Treasury. On 
your second point about energy strategy, yes, 
obviously the Department of Energy must 
be in the lead in forming an energy policy, 
although of course that is one which from 
time to time is likely to be discussed by 
Ministers collectively. 

158. In your present role are you not sur- 
prised that the Treasury should have decided 
that it needs more from economic pricing in 
the electricity industry than the Department 
of Energy? 

(Mr Jones.) I think the Treasury were 
expressing a view about economic pricing. 
All I would say, is that the Treasury in the 
past have expressed strong views about 
economic pricing and the fact they do not 
agree with the Department does not mean 
; they are right and it does not mean they are 
wrong. If they have a separate view on 
economic pricing they can have it and so can 
the Department and so can the ESI. What 
I think is of crucial importance is that if there 
are any differences they are resolved between 
the three parties. 

159. That is not what has happened in this 
case? 

(Mr Jones.) As I indicated earlier on, 
when you had put to me the question of 
economic pricing (and I have tried to deal 
with that as properly as I can), there was 
] a debate about economic pricing which led 
j to the setting of the financial target in 
- March. There has been no discussion with 
the Electricity Supply Industry subsequent to 
that date about economic pricing. 

Chairman 

160. I wonder if I could end on a general 
point? I think the Committee understands 



there is a basic difference between the justifi- 
cation for price increases for gas, where quite 
obviously and conspicuously new supplies 
have to be drawn from progressively less 
favourable environments, the North Sea and 
elsewhere. Electricity, if one believes every- 
thing one reads about advances in tech- 
nology and coalmining, in the generation of 
electricity, in the whole broad spectrum of 
technology behind the supply of electricity, 
there must be every expectation that in real 
terms the public have a right to see the price 
of electricity falling. There is no diminishing 
supply of coal and there is an increasing im- 
pact of technology on everything else. All 
we are really facing in the field of electricity 
is inflation, and offset against inflation is 
technology and improvements in all the sys- 
tems which go to the supply of electricity. 
Would it be your judgment, would you share 
my judgment, that the public have a right 
to expect in real terms, and this is something 
they do not necessarily understand or wish 
to understand, that the price of electricity 
in the foreseeable future could in fact fall 
and they should be seen to receive the bene- 
fits of that fall as well as industry? 

( Mr Jones.) If you look at what has hap- 
pened over the last three years with electrici- 
ty ; there was no price increase last year, and 
if the Boards accept for next year the recom- 
mendation of 2 per cent, which is below in- 
flation rate, and although I do not know 
what the tariff increase may be in 1985-86. 
I note with interest in the Department of 
Energy’s memorandum they say that they 
think that electricity prices should be, or 
there is a good prospect of them being, below 
the rate of inflation in that year. The domes- 
tic consumer and the industrial consumer 
have all benefited and I regard it as part of 
my job to ensure that all consumers benefit. 
On your more general point, which I thought 
you were touching on, there is no doubt that 
the competitive position of electricity has 
improved. You may have seen some of our 
advertisments saying the balance is chang- 
ing. There is no doubt that that is happening. 
I believe it will go on happening and I believe 
it is vital for this industry that the competi- 
tive position improves, and that by making 
good use of our £34 billion of assets to make 
sure that, for all consumers, the price is as 
low as possible. 

Chairman : Thank you. That is an encour- 
aging reply which I am sure the Committee 
and the nation as a whole would welcome. 
We thank you very much for your evidence 
this afternoon. 
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The Memorandum submitted by the British Gas Corporation is published in Minutes of Evidence 

for 19 January 1984 H.C. 215 — i. 

ELECTRICITY AND GAS PRICES 
Memorandum submitted by the National Gas Consumers’ Council 

General 

Despite occasional disclaimers it is clear that successive governments have effectively set 
the price of gas — at least domestic tariffs — over a period of many years. Prices have been 
set less by the needs of the industry than by the political goals of the government of the 
day. The National Gas Consumers’ Council argues that the price of gas should be set 
by the needs of the industry, believing that this is a necessary condition for a rational 
gas pricing strategy. 

Domestic gas prices in Britain compare favourably with those in other developed coun- 
tries — being fractionally higher than prices in Holland and the United States, but lower — 
often considerably lower — than those in other European countries. Gas prices have also 
performed well compared to other fuel prices, to retail prices in general and to average 
earnings over the period since the introduction of natural gas. 

We do not believe that there is a compelling case for insisting that domestic gas prices 
move in parallel with those of competing fuels, though we accept that a wide price gap 
could not be sustained over a long period. The only effective competition existing in the 
domestic fuel market is that between gas and electricity — oil now retains only a 6 per cent 
share. A policy of driving the price of the cheaper fuel upwards to match that of the more 
expensive fuel is clearly against the interests of fuel users — though possible in a market 
commanded by two monopolies. 

Gas has increased its share of the domestic market since 1975 from 40 per cent to 56 
per cent in 1982. The dramatic resurgence of gas as the main fuel in the home has been 
largely due to its price advantage over competing fuels. Individual consumers have invested — 
and continue to invest — large sums of money in gas-using systems, in the expectation that 
prices will remain competitive over a period of time. The individual consumer has relatively 
little ability to switch his or her fuel use in response to price changes. We believe, therefore, 
that if long term price rises are inevitable, it is better to increase prices gradually in real 
terms over a long period rather than through a series of price freezes followed by sudden 
large increases. 



Tariff Changes in 1983-84 

The Corporation’s profits before tax of £663 million in 1983 came at the end of a three 
year period of annual 10 per cent real price rises. Profits were 113 per cent higher than 
in the previous year. Turnover on gas had risen by 15 per cent, most of the increase occurring 
in the domestic account, although sales of gas in unit terms had actually fallen in all sectors 
(most dramatically in the domestic sector), the overall reduction being 2.5 per cent. Total 
trading costs had risen by about 8 per cent (in cash terms) largely because of the 33 per 
cent increase in the Gas Levy, though operating costs in all headings with the exception 
of appliance marketing had risen by 5 per cent to 10 per cent. 



The cost of printing and publishing these Minutes of Evidence is estimated by Her Majesty's Stationery 
Office at £1 ,500. 
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The Council clearly lacks the resources needed to challenge British Gas Corporation’s 
assumption on long term price trends. We are also aware of the need to balance a purely 
economic assessment of tariff changes against the expectations of consumers — particularly 
in a period where large profits are being generated by the industry. The Council accepts 
that the purchase price of gas is now rising quickly and that this trend is likely to continue. 
Even allowing for improvements in the Corporation’s non-gas costs, a significant real 
increase in prime material costs (which now constitute over 40 per cent of total trading 
costs) must eventually be reflected in consumers’ bills. Nevertheless, in light of the figures 
in the 1982-1983 Annual Report and Accounts, the Council opposed an October price 
increase proposed by British Gas. In particular we felt that the size of the profit declared 
by the industry was such that a price rise was at that time unacceptable. 

Prices and Profits 

The question of nationalised industry profits is a relatively new one, as the industries were 
originally charged with the responsibility of attempting to break even, taking one year with 
another. 

It is difficult to compare the performance of British Gas with that of private sector indus- 
tries of a similar size. The retained profit /announced by the industry in 1983 was £188 
million — a relatively small profit in tenns of the assets employed by the Corporation (a 
return of 1.6 per cent). However, three points should be noted: 

1. The Gas Levy took £523.5 million from the industry over the year. 

2. An “extraordinary item” of £295 million was taken out of the profit figure to allow 
for the sale without compensation of the Corporation’s oil interests. 

3. The Corporation’s accounts are presented only in Current Cost Accounting (CCA) 
terms — the one exception being in appliance retailing where financial results are given 
“on the historic cost basis normally adopted by private sector retailers”. The use of 
historic cost accounting here converts a CCA loss of £1.7 million into a profit of 
£9.9 million. Elsewhere “the Corporation has presented current cost accounts as the 
only accounts, accompanied by appropriate historical cost information”. In the Annual 
Reports for 1979-80 and 1980-81 the Corporation reported profits in both CCA and 
historical cost terms. It is interesting to note that historical cost accounting produced 
book profits that were higher than CCA profits by : 

! 46% in 1978 

37% in 1979 
51% in 1980 

It is more difficult to reconstruct ‘average net assets employed’ on this basis for the 
same period. 

Although the Corporation is no doubt justified in using only CCA in the presentation 
j of its accounts, any discussion of the ratio of profit to capital employed — in particular 
i comparisons with private-sector businesses — should be interpreted in the light of this. 

Long Run Marginal Cost 

Although government has tended to argue that gas prices should be determined by Long 
Run Marginal Cost (LRMC) considerations, no-one seems able to satisfactorily quantify-— or 
even to define— LRMC. In practice, both the Corporation and government appear to adopt 
the pragmatic view that the prices currently being paid for gas from the most expensive 
of the latest gas fields can be used as a substitute for the Long Run -Marginal Cost (for 
' example British Gas second tier Bulk Supply Tariff is based on this). 

The Select Committee’s Investigation 

As a result of the work carried out by the National Gas Consumers’ Council over the 
last year we would suggest a number of areas of enquiry that we believe to be central 
to the Select Committee’s investigations: 
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General Questions 

1. How much money is it anticipated will be raised by the 5 per cent tariff increase 
of January 1984? 

2. As the Corporation originally sought a price increase in October, what did the Corpora- 
tion originally anticipate would be the size and the timing of subsequent price increases 
had the October increase been implemented? 

3. Why did the Corporation eventually decide not to increase tariffs in October? 

4. If no tariff increase had been implemented in January 1984, what would have been 
the effect on future price rises? 

Detailed Forecasts 
Government Targets 

1. How sensitive are the overall forecasts of performance in the Corporate Plan to the 
values in the EFL. Financial Target and Cost Control targets? 

2. What happens when a target is undershot or overshot in a particular year (eg. the 
EFL target in 1982-83)? Is this taken account of in the targets set for the following years? 

3. To what extent have delays in setting EFL’s, financial targets etc adversely affected 
the industry’s performance? 

4. How and to what extent does uncertainty created by the short term nature of govern- 
ment targets affect the performance of the industry? 

5. The 1980-81 estimate for the cost of the gas levy in the two succeeding years was 
£420 million and £750 million respectively. The outturn was £394 million and £523 million. 
Was this forecasting error entirely the result of government adjustments to the rate-per-therm 
of the levy? 

Average Revenue by Sector 

1. The Gas Act places an obligation on the Corporation to refrain from undue discrimina- 
tion between classes of consumer. The ratio between domestic and industrial sectors in 
average revenue per therm has varied from 28 per cent to 78 per cent over the last ten 
years. Would it be possible to define a ‘non-discriminatory’ ratio between revenue from 
industrial and domestic sales? 

Profit and Loss 

1. What are the Corporation’s Profit and Loss and Cash Flow Statement projections 
for 1983-84 and 1984-85? 

2. Does the Corporate Plan show projected profit and loss and cash flow statements 
in a format comparable with those in the published accounts? 

Costs 

1. What range of values is used by the Corporation in projecting average purchase prices 
of gas at the beach over the next five years? 

2. How sensitive are the overall forecasts to different assumptions about gas purchase 
prices? 

3- What would be the ‘reference price’ which the Corporation would choose as the most 
probable in each year for the next five years? 

4. What are the projected increases for costs other than gas purchase — in particular labour 
costs? 

Sales 

1. What are the Corporation’s forecasts of gas sales by volume and by sector for the 
next two years? 

2 . Is British Gas’ investment programme aimed at producing a surplus of capacity over 
anticipated demand and if so what planning margin is assumed in the forecasts? 
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In the case of all the above forecasts, it would be extremely useful to be able to compare 
previous projections with outturn performance, as is shown, for example, by the electricity 
industry in its Medium Term Development Plan. 



The Role of the Gas Consumers’ Council 

The National and Regional Gas Consumers’ Councils have the general objective of ensuring 
that the consumers’ voice is clearly heard in decisions on costs and prices, and of encouraging 
the gas industry to contain costs (and thus prices) thereby making an informed contribution 
to the improvement of industry efficiency. 

Crucial to the achievement of these general objectives is a clear commitment by the 
industry and government to full and properly-timed consultations with Gas Consumers’ 
Councils on the gas industry’s financial plan, its tariffs and prices. In addition, there needs 
to be a similar commitment to the provision of sufficient information to allow Councils 
to monitor the costs incurred by British Gas as they affect consumers. This woujd mean 
that Gas Consumers’ Councils, through the agency of National Council, would be involved 
in discussions at which the main financial strategic plan would be considered. Similarly, 
Councils should be involved in discussing with the industry, on a more detailed basis, pricing 
policies and tariff levels and structures. The National Council has in the past discussed 
price rises with British Gas Corporation and has commented publicly on the upward trend. 
We fully intend to continue our work on prices and indeed on all aspects of paying for 
gas. 

If the Council is to be effective in this area it is essential that prompt access be given 
to the information on which pricing policy is based, and that the industry consults fully 
and in good time with the Council on any proposed tariff changes. This should apply 
to both domestic and non-domestic pricing policy. It is equally important that the Govern- 
ment itself should undertake to consult the Council before issuing to the industry instructions 
that directly or indirectly affect prices. 

Successive governments have intervened directly in the pricing policy oi nationalised indus- 
tries — in the case of gas this has involved both price freezes and accelerated increases. As 
well as this sort of direct intervention it is clear that government policies have an effect 
on nationalised industry prices through changes in External Financing Limits, Required 
Rates of Return, taxes (eg. the Gas Levy) etc. If Councils are to make a sensible contribution 
to the debate on prices they must be given sufficient information and sufficient time to 
consider and comment on all these matters. 

Resources should be available for the National Gas Consumers Council to carry out 
detailed investigations into relevant aspects of British Gas’ costs, as has been done on a 
selective basis on previous occasions. For example, we looked in detail at costs recovered 
through the standing charge and successfully argued for changes in the way that certain 
items are accounted. In future, we intend to commission investigations by accountants, 
management consultants and other experts into specific aspects of the British Gas 
Corporation’s performance and to use their expertise and skills to analyse financial informa- 
tion. We recognise that this raises issues about commercial confidentiality but believe that 
it is perfectly possible to agree with British Gas a basis on which access to information 
would be granted to professionally qualified consultants. 



Monitoring the Performance of British Gas 

Monitoring the performance of British Gas would aim to ensure that. 

(i) the resources of British Gas and its regions (both assets and personnel) are effectively 
organised in a manner that will keep costs to a minimum. 

(ii) costs incurred are reasonable in relation to the services offered. 

(iii) British Gas charges to its customers and the level of profit earned are no more 
than is necessary to cover costs, achieve investment targets and satisfy statutory 
requirements and government financial targets and limits. 
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In order to achieve the general objectives outlined above a system would be needed that 
could allow an independent observer: 

(a) to monitor the reporting system used by British Gas to indicate compliance with 
government targets and guidelines; the causes of differences between actual perfor- 
mance and the targets and guidelines set; and the degree to which the need to observe 
government targets and guidelines promotes or damages gas consumers’ interests. 

(b) to build up a complete picture of the accounting policies adopted by British Gas 
in order to show the impact of these policies, and changes in them, on the reported 
financial results; and to establish the extent to which British Gas chooses accounting 
policies favourable to corporate objectives but unfavourable to consumer interests. 

(i c ) to spotlight areas of British Gas’ operations where it is thought the resources used 
are too great in relation to the results obtained by : 

(i) highlighting regional and local variations in British Gas costs; 

(ii) comparing British Gas costs with gas industry costs abroad and collecting informa- 
tion on costs and results obtained from other well-informed sources; 

(iii) where appropriate, comparing British Gas’ costs with those of private companies 
providing similar services. 

(d) to identify key cost control indicators of particular significance to consumers and 
to press for a system in which a manageable range of indicators is reported on and 
analysed in detail by British Gas and NGCC; to ensure that adequate links are estab- 
lished between financial and other measures of performance, to contribute to an assess- 
ment of costs in relation to volume and quality of service supplied. 

(e) to consider the extent to which information disclosed by British Gas is adequate 
for allowing the Gas Consumers’ Councils to carry out their role of monitoring the 
above, and where necessary to press for changes in the scope, content, format and 
clarity of financial and other information disclosed by British Gas. 

(f) to keep under review the structure of tariffs to ensure that different classes of consumer, 
and consumers in differing circumstances, are treated fairly in relation to each other 
and in relation to costs; and to ensure that undue cross-subsidisation does not occur 
between different groups of consumers. 

January 1984 



Examination of witnesses 

Sir Denis Rooke, Chairman of the British Gas Corporation, Mr W G Jewers, Managing 
Director Finance, and a member of the Corporation, and Mr C W Brierley, Managing 
Director Economic Planning of the British Gas Corporation called in and examined. 



Chairman 

161. Good afternoon, gentlemen. May I 
extend to you a warm welcome from the 
Committee, and may I say how very much the 
Committee appreciates the helpful and 
detailed memorandum which the 
Corporation submitted to us. It is a very 
comprehensive and obviously carefully 
considered document, and I should like to 
turn straightaway to it. On pages 13 and 14 
you set out seven factors which you take into 
account in considering pricing policy. Can I 
ask whether these are arranged in the order 
of the priority which you give to each, and 



if not on which elements you would wish to 
place the greater emphasis? When deciding 
on pricing policy, do you feel you are free to 
make your own decisions, after taking into 
account the Government demands as you 
have described them in paragraph (ii) on page 
13, and how much account do you take of the 
views of the National Gas Consumers’ 
Council on this matter? 

(Sir Denis Rooke.) Chairman, may I 
approach this by a slightly circular route, by 
trying to make a number of general points. 
The reason for this is that these particular 
criteria are not laid out in the order of 
importance, and indeed if we attempted to do 
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that the order wouid change from year to 
year. One of the things that we regard as 
important is the coherence of certain things, 
and I think in order for the Committee to get 
the right idea I need to describe that 
background. So I would like to give you a 
general resume of the whole of that approach, 
which I think will actually cover all of those 
particular things, and give you some feeling 
of the relationship between them. First of all 
I think I ought to emphasise that we are 
generally satisfied with the financial 
framework which has developed over the 
years and now consists of the elements of a 
financial target which relates profit to capital 
employed, a performance objective which is 
concerned with cost reduction, the approval 
of our capital expenditure programme as is 
required by the 1972 Act which is one of the 
important parts of the framework, and finally 
this external financing limit which focusses on 
the total cash flow of the business. That 
framework in our view is comprehensive, and 
we think it covers the main elements of any 
trading organisation. We see it as a tight 
framework .and perhaps tighter than many 
existing businesses face, but we are quite 
happy to live with it. But it is important that 
it is applied sensibly, and that leads me to the 
first point — that we regard it as a package of 
targets and limits which gives us the 
framework and it has to be put in place in a 
self-consistent way, the various elements have 
to be self-consistent. Secondly, it must be set 
for a reasonable period of years to give 
stability to the organisation and sufficient 
1 confidence to the management that they do 
have a framework within which they can plan 
and operate the business ; and although each 
package is of course bound to be the subject 
of discussion between the Corporation and 
the Government, and may well be the subject 
of argument, in the end we both recognise 
that we have to reach agreement. We do not 
> actually ever feel able to say, “Yes, we will 
agree one individual item separately and that 
is the end of that”. We say, “No, if you want 
to look at one again, we have to look at the 
whole package again ; we will only deal with 
it as a package” . We have achieved agreement 
on this present package in December 1983, as 
you know, to cover the year ending March 
/ 1984, and the subsequent three years. I have 

to say there was a lot of discussion 
throughout 1983 and it is a pity that for so 
much of that year we were without a target. 
But the fact remains that in the end this 
procedure and discussion enabled us 
eventually to get there. So all the parties are 
agreed on the outcome of the debate and, 



after all that debate about energy pricing and 
specifically the price of gas, we now feel we 
have a framework which is acceptable both 
to the Government and to the Corporation, 
so we can proceed to run our business 
accordingly on a reasonably understood price 
path which has regard to cost reduction, 
profit targets, capital expenditure 
programmes and the EFL for 1984-85, and 
what is more forecast cash surpluses for the 
remaining two years. We know that as a result 
of that package we shall actually generate 
cash which is surplus to our immediate 
requirements. That is shown up by the fact 
that we have a negative EFL. We expect to 
lend that money to the Exchequer in the form 
of reverse NLF deposits on which the 
Exchequer pays interest, and that will ensure 
those funds are available for future use in the 
gas business. We believe the present price 
path which has been planned and indeed 
present prices as they stand today are sensibly 
within the range of long run marginal costs. 
However, we have to take account of market 
conditions and reflect many other 
circumstances which arise, and a number of 
these are set out in the paper we put in. So 
there is not any sense in which we can just 
adopt LRMC and say, “That is the end of 
that”. All these circumstances often lead us 
to make different pricing decisions and 
therefore I have to say quite definitely that we 
do not feel ourselves inexorably bound to any 
particular theoretical pricing principle. We 
rave to take account of a real world and we 
nave to reach a balance every time we do it. 
We think our prices in the different markets 
do have a sensible relationship to each other. 
We do know there are many references from 
time to time to monopoly power. We would 
point to the fact that there is very active 
competition between different fuels at 
different points of the energy market, and we 
believe that it is all very well to talk about 
theoretical principles but in the end we have 
to bring all these factors together so that what 
takes precedence in the end is market forces 
coupled with what we have agreed to do in 
terms of targets. 

162. I was interested to hear you say you 
either accepted or argued about — because 
obviously reduction was difficult — the whole 
package of financial measures. One of the 
interesting things we have learned this week 
is that the electricity supply industry believe 
there is a fundamental inconsistency between 
the rest of the financial package and their 
EFL. Are you happy that there is no such 
inconsistency in the gas industry? 
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(Sir Denis Rooke.) I think it depends what 
happens. If you settle a package like we 
do — we insist on that — then there is no 
inconsistency. Where the inconsistency 
would arise is if, for example, having got our 
package set up, in a year’s time suddenly 
Government were to say, “We now want to 
make a major change in your EFL and leave 
everything else where it is”. There would be 
an inconsistency there and we would fight 
that. I think the one thing in these things here 
that I have not addressed myself to, and I 
should like just to get to, if I could, is this: 
as a result of that package being set and the 
Corporation getting together and considering 
what it wanted to do, we did take that 
decision to increase tariffs on the 1st January 
and contract prices on the 1st April. We 
regard that as sensible treatment and fair 
treatment to all our customers. The other 
thing I think you really ought to know is that 
particular tariff charge has been accepted by 
the National Gas Consumers’ Council. We 
did consult them and they are in agreement. 



163. We were given an explanation by 
Treasury witnesses for the delay in reaching 
the new financial target, namely, that the 
Government was awaiting and then 

considering the conclusions of the Deloitte, 
Haskins and Sells report. Do you accept that 
explanation? 

(Sir Denis Rooke.) Well I do not really 
know necessarily what motivates 
Government. I think it is possible for them 
to say that is what they were doing. I would 
have much preferred myself that they had set 
the financial target for a period of years at the 
end of last year which was when there was 
really quite a long way to go before the 
Deloitte’s report was likely to be available. 
One could always have then entered into a 
new discussion of the package on the basis of 
the outcome of that report if it were 
necessary. What I and my colleagues do not 
actually like is, now, having once got the idea 
of running a business we do not want to sit 
there without a financial target so we actually 
decide our own target and fix it — because 
there is no way you can run a business unless 
you have a pole star to steer by. 



Mr Rost 



words, briefly your interpretation of those 
two pricing systems? 

(Sir Denis Rooke.) Well, Mr Rost, it is a 
complex matter. It is a whole complex area. 

I would ask the Chairman’s indulgence to ask 
one of my experts to talk about it. It is one 
of the reasons I brought my economic 
planner, because if you want to discuss this 
in any detail you need to discuss it with people 
who regularly address their minds to what is 
involved. I will ask Mr Brierley to answer 
that. 

165. Mr Chairman, on a Point of Order. 

I was not expecting a long technical 
explanation because we have had plenty of 
that already on paper and otherwise. I wanted 
to know your own interpretation — in a 
nutshell, how do you define it? 

(Sir Denis Rooke.) I think there are 
problems in that there are really, if you like, 
a series of definitions which cover quite a 
broad area. The original definition of classical 
economics, as I understand it, really related 
to systems in which you could literally 
produce marginal units of something — say 
you had a factory and it was concerned with 
producing a marginal increase of output, and 
then you first of all see what the costs were 
of producing that marginal increase. It is 
always difficult for extractive industries like 
we are because we do not have that simple 
production end of the thing. New units of 
output come along in large slabs, irregularly, 
and often are contracted but do not flow for 
five or ten years. The second feature about it 
is that the classic description of long run 
marginal cost always assumes there were 
significant costs in putting that extra unit of 
production into the market; in other words, 
it was an addition to the market. If you look 
at a business like British Gas, at any one 
moment only a small proportion of a new gas 
field is going to be concerned with extension; 
much of it is replacement, and we are 
replacing regularly all the fields that we have. 
Therefore when we look at LRMC we 
actually have to look on the one hand at the 
classical rules and secondly what is the down 
side which assumes simply, if you like, that 
we are merely replacing the gas we have got, 
and that is a much lower cost. That is one of 
the reasons we do not think you can stick with 
this principle. We try to stay somewhere 
within that bracket. 



164. There seems to be a difference of 166. The Treasury officials define what 
opinion as to how one defines what is should be your pricing policy as: — if I may 

economic pricing and what is long run quote from their evidence: “The purpose of 
marginal cost. Could we have, in your own pricing is not revenue raising, It is to ensure 
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that the level of prices neither constitutes a 
subsidy nor a tax”. Would you agree that is 
a fair definition of your pricing policy, that 
it constitutes neither a subsidy nor a tax? 

(Sir Denis Rooke.) Well I think that is very 
difficult to answer in the sense that we 
obviously have to pay taxes that are imposed 
on us. So in some sense our pricing policy is 
to recover the money we have to pay in taxes 
and the gas levy and things like that. It 
depends how you define the gas levy. We do 
not actually start from saying, “We are going 
to fix the price in terms of an economic pricing 
policy coming from some sort of theory”. We 
do not do it in that way. We look at what 
those theoretical things are and stay in some 
reasonable relationship to them, but we have 
to go out into the market and see where the 
opportunities for sale are and reflect other 
people’s prices. We have to look outside the 
country altogether and see that our industrial 
prices do not disadvantage the people who 
work in the country. So it is a much more 
complicated thing. 

167. I think we are all well aware that it 

is complicated. Let me put it another way. 
The Treasury tells us that EFLs and the price 
rise to which you have been persuaded to 
agree 

('Sir Denis Rooke.) No, Mr Rost. When 
you say we have been persuaded — we 
persuaded them. That price increase has got 
nothing to do with the Treasury. We defined 
it and we told them. 

168, Your financial targets then, and your 
EFL increase — the Treasury things — is not to 
produce revenue for the Treasury but to set 
prices at economic levels to give the right 
signals to consumers. Would you agree with 
that? 

(Sir Denis Rooke.) There are some aspects 
of our gas structure which have nothing to do 
with me as a business, that depend upon the 
Government, Parliament if you like, Take the 
gas levy. If I were running a normal business 
I would not expect to pay that gas levy and 
from that point of view there is nothing you 
can do about it. We are raising money which 
is not related to the gas business. That was 
a burden put on us by Parliament. We do not 
argue about it. We accepted it. Well, we did 
argue in fact but there is nothing we can do 
about it, it is placed on us by Parliament. I 
think it is quite easy to use the forms of words 
the Treasury do, but they can mean different 
things to different people. 

(Mr Jewers.) I think our difference really 
is that we do not start at the price end ; we 
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start at the financial requirements of the 
business end. As the Chairman said, we have 
to meet certain costs. The gas levy, if you like, 
we just have to meet it. But when we judge 
the financial package that we have now 
agreed with Government, the component 
parts of that are our belief as to what are the 
sensible financial requirements of the 
Corporation. That is the starting point for us. 

169. Yes, but ifl may come back a moment 
to Sir Denis — you have admitted what the 
Treasury refuses to admit, that part of the 
pricing policy of British Gas is in order to 
produce surplus revenue, whether it is in the 
form of the levy or EFL surplus or whatever. 
Surely you would not deny that? Indeed, you 
have not denied it. In which case you cannot 
claim that your pricing policy is an economic 
pricing policy. 

(Sir Denis Rooke.) Well, with respect, I 
think you are playing with words. I have to 
live in the world in which a certain number 
of constraints are put upon us. The gas levy 
constraint, although I do not happen to agree 
with it, was placed on me by Parliament, and 
it applies as a cost on the gas we buy from 
a certain number of fields. So that is a cost 
to me; I cannot get out of it. So bearing in 
mind that it is a cost, it comes into the 
economic argument. But if you say to me, 
“Right, Parliament will take away the gas 
Levy”, then we would immediately have an 
extra £530 million a year, and I think we 
would take a new look at our price structure. 

Chairman 

170. You can re-allocate that presumably 
between reducing prices or increasing 
investment? 

(Sir Denis Rooke.) Our situation, Mr 
Lloyd, is that we are already wholly 
self-financing. We would not be reinvesting it 
unless we had some new business. It would 
in fact mean a reduction in prices. 

Mr Speller 

171. Following up a point Sir Denis is 
making and the question of Mr Peter 
Rost — in essence there is a form of forced 
saving on the gas consumer in that part of the 
revenue paid to you is in fact a form of extra 
tax. The Treasury would not actually admit 
this, but within the revenues taken, because 
it is a constraint placed upon you in pricing, 
you are in fact an additional taxman for Her 
Majesty’s Government and it is at the expense 
of the gas consumer, who would not need to 
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pay that sum were you not to have this 
particular constraint through the Treasury? 

(Sir Denis Rooke.) Mr Speller, you used 
the word “taxation”. I think .you can call it 
what you like. It is called officially a levy. It 
is placed on us by Parliament. Make no 
mistake about it. It is not something the 
Treasury did. It stems from an Order which 
went through the House, and the House could 
have turned it down. I know we may be told 
it is in lieu of PRT on certain fields, and I 
accept we do not pay PRT on those particular 
fields, or the producers do not, because we 
have contracted the whole output of those 
fields before that off-shore tax structure was 
thought of. Our estimate is that the gas levy 
is substantially more than if we were in the 
position of having to refund all the PRT. But 
that is a duty placed on us by Parliament. It 
is all right for you gentlemen to debate and 
argue about it, but we have to face it. 

172. This means, although one talks about 
this long run marginal cost I suspect that is 
just a fictitious name, playing with words 
perhaps, because long run and marginal cost 
do not apply in the case of the gas industry. 
I call it tax and you call it levy, but you may 
have constraints placed upon you — not at a 
moment’s notice but certainly in anyone’s 
version of long run marginal costs. Would it 
be fair to say your industry does not think too 
highly ofthis idea of LRMC and would prefer 
some kind of economic costing, ie, a cost-plus 
basis? 

(Sir Denis Rooke.) LRMC is a theoretical 
economic principle. The trouble is, like all 
these rather simple principles in books of 
economics, it is subject to a lot of 
interpretations. So we try and broadly look 
at the range of these interpretations, the top 
and the bottom. We recognise there is 
something in it. It has to do with the 
allocation of resources. But we try to 
approach the thing in a much more sensible 
way. Let me put it like this. Supposing using 
one definition of LRMC you would now 
double gas prices, we would not do that 
because we would think it was patently 
nonsense. So it is one of the things we take 
into account — only one of them. We have to 
live in the real world and have to make it 
sensible not only for Parliamentarians who 
inquire into us and officials of the 
Department of Energy, but for our 
customers — we have to talk with the 
Consumer Council — so it has to be something 
which has a broad consensus. When you say, 
“How do you do it?”, that is a different thing. 
We just all have to sit down and keep 



hammering at it, and in the end, like 
negotiating with the trade unions, you come 
up with doing something. 

(Mr Brierley.) May I make a comment 
about the words? We cannot really answer 
Mr Rost’s question about economic pricing 
because that is a phrase which has come into 
use recently, and frankly seems to be a 
pseudonym almost for something else and is 
seen as more comfortable in conversation. I 
do not think it has a precise definition of any 
kind. We do not use the term and therefore 
I feel we must decline to answer what it 
means. The second thing I would say is that 
the concept of long run marginal costs has to 
be seen in the way in which it has emerged. 
What economists do, surely, is to observe 
what happens in real life and try to deduce 
from that certain principles. Long run 
marginal cost is their attempt to explain 
something that they see happening. I think it 
is rather dangerous if one takes that 
explanation and says, “Oh, that is how it is 
done” and everyone then tries to use it. So 
I think the basis on which economists have 
arrived at that concept has to be borne in 
mind. 

Chairman : I am tempted to conclude from 
what you say that despite the Prime Minister 
and Sir Humphrey, it is easier to abolish 
economists than economics. 



Mr Lofthouse 

173. Is it not a fact that judging by all these 
other reports we get they are wolves dressed 
up as lambs, which the general public has 
difficulty in understanding. To put it crudely, 
is it not true that the British Gas Corporation 
have become moneylenders at the consumer’s 
expense? 

(Sir Denis Rooke.) I am not entirely sure 
I agree with that. If we can leave the question 
of the gas levy out of it, because that is a 
Parliamentary matter, we have paid off our 
debt and are wholly self-financing. It is an 
efficient way to run a business. It actually 
ends up in the lowest cost to the consumer. 
We know we are going to face from time to 
time large demands for capital, the rate of 
capital per unit of output will go up 
substantially in the future, and we are trying 
to use the period now when we do have 
earning capacity to save the consumers in the 
future. What we are doing is smoothing out 
what otherwise would be valleys and great 
peaks, and that seems to me to be a sensible 
way to run a business. If you like to say that 
we are acting as moneylenders to the 
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disbenefit of our customers, that has been 
said. It is not what our Consumers’ Council 
believe. We have discussed this fully with 
them and they accept our arguments. 

174. But is it true? 

(Mr Jewers.) It is not true, because what 
we have to be clear about is that the negative 
EFL that we agreed, the cash that that 
represents, remains with the Corporation. 
That is consistent with one of our basic 
current aims, which is to remain 
self-financing. That is part of our agreed 
package, that we will have, as the Chairman 
says, cash surpluses. Now the reason for this 
is that borrowing, particularly at present 
rates, clearly creates additional costs, and it 
would mean additional costs would be 
reflected in higher gas prices if the 
Corporation is to maintain the financial 
requirements as we are at present planning to 
do. I think another thing that perhaps ought 
to be understood is that it does depend on the 
level of capital and the trend of capital as to 
whether a business can be self-financing. If we 
go back to the conversion to natural gas, that 
had to be financed and borrowed for, but the 
investment at that time and the benefit of that 
investment were such as to allow us to redeem 
the debt and get rid of the interest charges by 
the end of the 1970s. We must bear in mind 
when we are talking about this that in the mid 
Seventies our interest costs got to about 16 
per cent of our total costs, and our interest 
charges were approaching £200 million a 
year. That was the 1970s. When we come into 
the 1980s we are in an entirely different 
situation of financial strategy. We had then 
a falling basic raw material cost. In the 1980s 
we have a rising raw material cost. In order 
to get smooth pattern and a lower level 
pattern, prices are going to be lower if we can 
hold on to this strategy of self-financing. I 
might just add to that that the strategy of 
avoiding borrowing is supported by the 
National Gas Consumers Council as being a 
means of holding gas prices, and that is part 
of the strategy and that is why we agree to 
negative EFLs. That is the way it works. 



Mr Morris 

175. I wanted to come back to the levy. 
Have you calculated what happens if 
Parliament removes the levy. What effect 
would that have on prices? 

(Sir Denis Rooke.) The levy is the 
equivalent to 4p per therm on all the gas that 
comes from the southern basin and it 



probably works out at about 2p or something 
like that overall. 

( Mr Jewers.) 3p a therm on all gas. 

176. Put that into percentages then. 

(Mr Brierley.) We have just increased 
prices by 1.7p. 

(Sir Denis Rooke.) Getting near to 10 per 
cent, 9 percent, something like that. 



Mr Leadbitter 

177. Sir Denis, we have now reached the 
stage when we have learned from you what 
the British Gas Corporation’s pricing policy 
is not. Could we now ask you if you could 
give a definition, reasonably briefly, of what 
the Corporation’s pricing policy is? 

(Sir Denis Rooke.) The Corporation’s 
pricing policy is to look at the financial 
obligations we have agreed with the 
Government. We look at the pattern of costs 
arising in the future. We look at the various 
parts of the market and what our competitors 
are doing. We look outside our country. Then 
at board level, with a number of external 
businessmen who come from outside and 
have a broad knowledge of business, we try 
to reach a commonsense view which is fair to 
our customers not only now but in the future. 
One of the things, for example, is that we have 
just ended a period in which domestic gas 
prices were going up by 10 per cent real every 
year. That was announced in the House, that 
was not a decision of the Corporation. It was, 
as the House was told at that time, not 
something of which the Corporation 
approved, and the reason is that it was in our 
view much too high a price. Now, having got 
to that position, what we see ourselves doing 
is again trying to make sure that prices to any 
consumer do not either drop or rise too fast, 
that we have some smooth movement to take 
up the inevitable rise of prices offshore. That 
is what we are trying to do. We are trying to 
apply sensible business principles so that 
people do not get sudden price rises. While 
we do that we have also to meet all these other 
outside obligations, the financial target and 
all the rest. 

178. We can see, and accept, the good 
management which I appreciate does follow 
sound basic business principles, but it is 
beyond your experience, nor the experience 
we have had since we started to investigate 
prices of electricity and gas, that there is 
considerable confusion, and confusion has 
little to do with business principles. In the 
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memorandum it is quite dear that the British 

Gas Corporation is sceptical about the 

usefulness of LRMCs as a pricing 

mechanism. 

(Sir Denis Rooke.) Agreed. 

179. But then in your memorandum on 
page 12 you say, “The proponents of LRMC 
pricing point to the link it provides between 
consumer demand and investment in new 
capacity.” In order that we can follow the 
meaningfulness of this, the extent to which it 
comes within the general parameters of 
exercising business principles, it is up to us in 
this Committee to find out what weight is 
applied to that consideration, bearing in mind 
that consumer demand and investment in new 
capacity in some ways are rather broad and 
general, bearing in mind the long time lag that 
can exist between the signing of contracts and 
the time that gas begins to flow. It also 
becomes more indeterminate when we have 
difficulty in defining LRMC in an extractive 
industry which I am pleased you referred to 
earlier in your answer, Sir. Denis. Therefore, 
what we would like to know is the extent to 
which you are going to say in this Committee 
that you are opposed to an LRMC input 
which, in effect, does not do what your 
memorandum says — it does not provide any 
tangible, definable link between consumer 
demand and investment in new capacity. 

(Sir Denis Rooke.) Let me try to answer 
this. It is a difficult area because people mean 
so many different things by LRMC. Our 
situation is this: if you take any definition of 
LRMC — any one you like to pick — and say 
to me “That’s going to be used to define 
British Gas prices”, the Corporation will say 
“No, it’s not” . Since we have the power given 
by Parliament to fix prices, we reject that. 
What we have said and have tried to indicate 
is that what we try to do is to look at what 
we know people are going to raise. People are 
going to talk about LRMC. We try to look 
at this and try to define roughly what the 
bracket of LRMC is. It is quite a wide one. 
It is not a figure, it is quite a wide bracket. 
We accept that were we to be way below the 
bottom end we could be criticised because 
people would say “You are not now 
allocating resources properly and you are 
giving the wrong long-term signals”, and 
similarly if we planned to be way over the top 
we would be wrong. What we try to do is to 
stay in the middle of that bracket, but we do 
not regard it as the most important factor of 
all, we only look at it in that way, and then 
forget about it until we come to argue with 
the Treasury and people like that, or people 



start to ask us how we use it. It is not the first 
think I think of— “Ah! LRMC!”. It does not 
give me that kind of feeling. All we can use 
it for is to see when we have used our 
commonsense that we have not done 
something silly, that is really the answer. It 
is quite difficult to answer. Do you see what 
I mean? 

180. We have sufficient evidence already 
that the Government has pushed around the 
electricity industry in such a manner that it 
has not been master in its own house. Could 
I therefore ask you, was the efficiency study 
of Deloitte Haskins & Sells sufficiently 
searching a review of your costs and 
efficiency? Were you really satisfied with it? 
Secondly, are you really saying in this 
Committee now that in no way do you find 
LRMC calculations a conflicting element in 
your own management business judgments, 
taking the variables I mentioned earlier on 
into account? 

(Sir Denis Rooke.) Our calculations do not 
conflict with theirs, no; other people’s 
calculations could do. That is the point. We 
do not actually regard it as an idol in front 
of which we have to bow down. To us it is 
just one factor of many. Now I accept the 
other thing you said, that there has been 
manipulation of nationalised industries. 
Indeed, there has been manipulation of mine. 
I would like the Committee to know that 
certainly this time round with this price 
package we got what we said we needed, what 
we were determined to get. 



Mr Barron 

181. To carry on from that, Sir Denis, 
Members of Parliament in November 
received a letter from the National Gas 
Consumers’ Council. I will read the first 
sentence and then another one: “We are 
writing to you to express our deep concern at 
reports that the Treasury once again is 
attempting to raise gas prices artificially in 
order to cream off the surplus.” The other 
sentence: “We are therefore asking you on 
behalf of the gas consumers of Britain to help 
us put a stop to the Treasury’s use of British 
Gas as a milch-cow.” That is signed by the 
Chairperson, Sheila Black. Could you tell us 
exactly what consultations went on on 10th 
November between the National Gas 
Consumers’ Council and yourselves in 
relation to the 4.3 per cent increase that has 
gone on domestic tariffs this year on January 
1st? 
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fSir Denis Rooke.) The best thing is to ask 
Mr Jewers to answer that because he would 
actually have carried out the formal 
consultation. 



Chairman 

182. Mr Jewers, would you like to reply? 

(Mr Jewers.) We are in a sense in 

continuous discussion with the National Gas 
Consumers’ Council on pricing, and this 
particular increase in January was discussed 
before that, and was viewed by the Council 
as being an increase that it accepted as being 
sensible for the Gas Corporation and the gas 
customer, I think you will find in the press 
statement that the Gas Consumers Council 
made that they said that. So there was 
agreement between ourselves. When I say 
there was agreement, really there was some 
fairly hard discussion about that. That letter 
you refer to is picking up, I think some of the 
things that we have been talking about earlier. 
So we would hope we are not going to get into 
a situation in the future where there is not an 
agreement between us and the Government 
on a financial target. 

(Sir Denis Rooke.) If I could add 
something in answer to Mr Barron, the 
Consumer’s Council is very sensitive to the 
gas levy point. 

Mr Barron 

183. Yes, they put that in their letter. 

(Sir Denis Rooke.) They are very sensitive 

indeed to that point. 

184. It seems to me that for them to use 
what is perhaps an emotive phrase, “using 
British Gas as a milch-cow”, they would tend 
to agree with what Geoffrey Lofthouse said 
earlier, that this overshoot or lending to the 
Treasury is something obviously which is 
taken into account when it comes to the 
increase in price of gas. 

(Sir Denis Rooke.) They agreed the 
increase with us. They know what we are 
doing, I think they had much more in mind 
at that time the levy and the possibility that 
the levy would be shifted, or something like 
that. 

i 185. How does the consultation work? 
Presumably there is no vote-taking, but they 
are consulted ? 

(Sir Denis Rooke.) The way the 
consultation works is that we have 13 
Consumer Councils, one National and 12 
Regional. The National Gas Consumer’s 
Council is the one that is really important for 



this thing, the others all report to them. We 
meet formally, usually twice a year but 
sometimes more. They have a number of 
sub-committees at which a few of my people 
meet with them and they meet more 
frequently, and if there were a price increase 
in the offing they might meet every week. 
They do have a Price Sub-Committee of the 
National Council that discusses the thing 
fully. 

(Mr Jewers.) It does need to be emphasised 
that this cash, as a result of the external 
financing limit, does represent cash that 
remains with the Corporation for the benefit 
of gas customers, and we will not be 
producing cash for the Exchequer. This is 
part of our financial package. It is for the Gas 
Corporation. I think the other point that 
perhaps was thought about in that letter is 
that apart from the gas levy there has been 
of course offshore oil interests which would 
have generated some cash, which could have 
assisted gas customers. So I think that is 
another point. But that is the history. The 
present agreement, the price the Corporation 
decided from the 1st January, and the 
contract prices in April, was agreed between 
us. 



Dr Clark 

186. Sir Denis, having talked about the 
mechanism for determining the new price, 
could I please refer to your memorandum 
which does state that the average price 
increase would be 4.3 per cent to consumers 
using up to 25,000 therms per annum. First 
of all may I ask this question: the National 
Gas Consumers’ Council does refer to a 
figure of 5 per cent, so which of those two 
figures, 4.3 percent or 5 percent, is the correct 
one? Secondly, may I ask you what 
proportion of consumers using less than 
25,000 therms per annum are domestic and 
of the remainder how do they break down 
into commercial, industrial or other sectors? 

(Sir Denis Rooke.) Of our tariff customers 
I should have thought 90-something or 
90-plus per cent would be domestic. There 
are, say, 100,000 commercial customers and 
then there will be a few industrial customers 
who do not use more than 25,000 therms, but 
there are not many of those. Once you move 
out above 25,000 therms then you have 
another few tens of thousands of commercial 
customers and virtually the rest are all 
industrial contract customers. The best thing 
to do I think is for us to send you a piece of 
paper with all the figures on. 
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187. Basically the vast majority of those 
using less than 25,000 therms per annum are 
domestic? 

(Mr Brierley.) 97 per cent. 

(Sir Denis Rooke.) Mr Brierley says 97 per 
cent of those using up to that are domestic. 

188. What about the first part of my 
question, the difference between the two 
figures of 4.3 per cent in your memorandum 
and 5 per cent in the National Gas 
Consumers’ Council’s memorandum? 

(Sir Denis Rooke.) I suspect their 
memorandum is talking about something 
rather different. It is 5 per cent on the 
commodity running rate. We have two-part 
charges. We have a standing charge and the 
running rate. It was 5 per cent on the running 
rate but when you work out what the overall 
increase is you have to take the whole of the 
flow and it works out at 4.3 per cent. 

Mr Hayward 

189. Can I clarify if there had not been an 
increase in the EFL what in fact the price rise 
would have been? 

(Sir Denis Rooke.) The EFL is the product 
of the package. We did not actually set the 
price according to the EFL. The EFL just falls 
out of the calculations at the end. I think you 
have to change your focus. You have been 
talking about electricity yesterday and there 
is no doubt there was a big shift in their EFL 
and that makes them look at it in a different 
way. We were not in that situation. We 
started from a financial target and using this 
mechanism I was talking about we decided 
what the price increases ought to be, and we 
have sat down and using that financial target 
we have worked out what the EFL is for the 
year and agreed that with the Treasury and 
actually logged — not the EFLs because they 
are not formal yet — but logged our estimated 
cash surpluses for the next two years. 

(Mr Jewers.) There was not an increase in 
the EFL. 

190. From one year to the next? 

(Sir Denis Rooke.) The new EFL is minus 
£100 million. 

191. Also you said you agreed an EFL with 
Treasury. Had you agreed a different EFL 
with the Treasury, ie the previous EFL, what 
would the price increase have actually been? 

(Mr Jewers.) The EFL for 1982-83 was 
minus £83 million and for the year 1983-84 
minus £43 million. The £100 million for 
1984-85 came out of the package built into 
our financial position and we would not 
expect EFL year by year to be the same. 



(Mr Brierley.) The process I think you 
ought to have in your mind is that the key 
element in the package is the financial target, 
but in considering how one achieves that 
financial target there are two elements. Very 
simply, one is revenue, the other is costs. 
Revenue is affected by price and costs are 
affected by the performance target. That is 
why we say we have to have a package 
because in the financial target the cost 
reduction target and the tariff price changes 
must hang together. Having established that, 
you then have to estimate other elements of 
your cash flow which are capital expenditure 
and working capital changes, and then the 
EFL falls out of that calculation. So in a sense 
there is not a direct link between the EFL and 
price, it is through the total cash flow 
projection. For instance an EFL can be 
altered and only have an impact on capital 
expenditure or working capital. 

Chairman 

192. Mr Brierley, would you accept this 
definition: in so far as you are raising EFL 
you are raising a compulsory loan from the 
gas consumer to the Government of which 
you are the agent — would that not be correct? 

(Mr Brierley.) In the terms in which you 
expressed it, Mr Chairman, that must be 
correct but that is not how it works. 

(Sir Denis Rooke.) It is not a compulsory 
loan in this sense: supposing you were 
representing the Treasury, Mr Lloyd, and 
came along to me and said “Right, this year 
your EFL is going to be minus £150 million”, 

I would just be deaf to you and say “What 
has that got to do with it? I do not understand 
what you are talking about”. What is our 
financial target? We look at our financial 
target. We have to beat that. We decide 
ourselves a particular price and we agree a 
performance target. You can actually 
calculate from that what the borrowing 
requirement is, either positive or negative. If 
they come along tomorrow and say we want 
to double that, we say “That isn’t any good, 
we have now set a pricing path”. That is why, 
when you say this is a sort of forced loan to 
the Government, it is not, it is actually 
calculated that this is spare cash and what we 
do with that is use it in the business. When 
we do not use it in the business we actually 
lend to the Government but the EFL is not 
the same as what we lend to the Government 
at any one time. 

193. Can I press you on this? You are not 
allowed to use the elements of the EFL in the 
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business, the EFL has to be on some 
pre-arranged timetable handed over to the 
Government? 

(Sir Denis Rooke.) No, not in our business. 
Whatever they do in somebody else’s 
business, it is not true in ours. 

194. At what point is the EFL paid to the 
Government? 

(Sir Denis Rooke.) It never is. The EFL is 
a mere balance on a piece of paper. It is the 
difference between two huge sums of money. 
One is the revenue stream and the other is the 
cost, and each of these is about £6 billion a 
year which is why trying to run a business 
purely on the EFL is not practicable. 

195. I quite understand this, Sir Denis, but 
surely you said earlier the Gas Corporation 
receives interest on the EFL. This presumably 
means there is a sum deposited in some 
account somewhere. 

(Sir Denis Rooke.) The money we do not 
want to use in the business immediately. 
What we do is to buy tax certificates because 
we have to pay our taxes next year and then 
if some part of it is wanted for short-term 
purposes, because we have a very swiftly 
changing cash flow throughout the year 
depending on whether it is summer or winter, 
we invest that to levels which are agreed with 
the Treasury from time to time in a whole 
series of private sector things, banks and 
things like that. We have a certain amount we 
can do short term. The rest of it we have to 
put on long-term deposit somewhere. What 
we do is to put it on long-term deposit with 
the Treasury in reverse NLF. We have at the 
moment, I think, certificates worth minus 
£300 million and what they have to do is to 
pay us interest on that money, and that 
money is recoverable — the principal is 
recoverable — and I think in 10 years these 
particular instruments — I did not bring one 
with me so I do not remember 

(Mr Jewers.) The first one is repayable in 
1989. We deposited £200 million in 1979-80 
and £100 million in 1980-81 . The first deposit 
is repayable in September 1989. Those are 
longer-term deposits but, as Sir Denis has 
said, not all the surplus cash can go in 
medium- or long-term deposits. 

Chairman: This is now much clearer. Mr 
Rost? 



Mr Rost 

196. Can I clarify the relationship between 
the Department of Energy and the Treasury 
in overseeing you, particularly with regard to 
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financial targets which are presumably 
negotiated with you by the Treasury? What 
is the input of the Department of Energy ? 

(Sir Denis Rooke.) Perhaps Mr Jewers had 
better talk to that too because he normally 
gets into the detailed discussions, I only come 
when they have seen the whites of one 
another’s eyes, if you know what I mean. It 
is not a negotiation with the Treasury, it is 
more tripartite. Many of the discussions will 
go on with the Department of Energy alone, 
they will then talk to the Treasury, but when 
the whole problem begins to crystallise you 
usually have three parties sitting at the table. 

(Mr Jewers.) I think clearly there is a 
performance aspect in these discussions, as is 
reflected in the final performance target, and 
in this latest package our objective is to 
reduce our unit trading costs by 12 per cent 
between 1982-83 and 1986-87. If we took the 
previous performance target in as well, that 
would mean we had to reduce the unit costs 
by 17 per cent over six years. That is 
something that we believe in, it is not 
something we just say, it is something we as 
an industry need to do. We need to cut our 
non-gas costs because we know our gas costs 
are rising. That is one part of the discussion. 
The thing we have to accumulate together, of 
course, throughout the industry, is the 
performances from the Regions and Head- 
quarters and budgets, and we ourselves see 
that these are robust and stretching. That is 
another element. We have to take account of 
the costs and so on and these all form part 
of the discussion until we finally agree the 
outcome with the Department and the 
Treasury. 

197. I was not interested in the detailed 
discussions which inevitably your sponsoring 
Department will have with you. What I am 
concerned about is the wider issue ot where 
the direction is really coming from. Is the 
Department of Energy acting as agent on 
behalf of the Treasury or do you feel that the 
Department of Energy, as responsible for 
you, is actually taking the decisions? 

(Sir Denis Rooke.) I hate to say it, I think 
we are. I think in a sense you are looking at 
a model, certainly as regards our industry, 
that existed a long while ago but does not exist 
now. When financial targets were first set 
going a long, long time back, one of the first 
industries to welcome them and espouse them 
was gas. We have tried to stick to them ever 
since. Over the years I honestly think we have 
actually changed the balance of decision from 
people somewhere out there telling us what 
we should do to our saying, this is good for 
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running business, this is a splendid thing. On 
my board I have a majority of external 
members, it is a powerful board, they take a 
decision and say “That is what we are going 
to do”. I have arguments with them. I have 
arguments with everybody every day about 
everything, of course. 

198. With the Treasury or the Department 
of Energy? 

('Sir Denis Rooke.) My arguments are, 
generally speaking, with the Department of 
Energy but my staff talk to both Energy and 
Treasury. I know that the impression given 
over this last round was that the Treasury 
dictated — the Treasury may have dictated to 
some other people, but I assure you, Mr Rost, 
they did not dictate to us. Whether the next 
target round we do is different I do not know. 
We are not subject to dictation because we 
have the legal right to fix prices and we are 
perfectly well aware of the fact that the 
Government has no statutory power to 
impose either a financial target or an EFL or, 
come to that, even a performance target. And 
we tell them that and say, “That is the basis 
you are on”. So we are going to reach 
agreement somehow, and if we do not like it 
we do not do it. But you have heard me before 
on that. 



Mr Hayward 

199. Can we ask you whether you received 
any indications from the Government at any 
stage either about the preferred range of price 
increases or alternatively the timing of the 
precise negotiations? You may ultimately 
have taken the decision, but did you receive 
any indications whatsoever on either scale or 
timing? 

(Six Denis Rooke.) Going back to the early 
part of the year there may be something, I do 
not know, but in the period when it all became 
high key and in the newspapers, no. Before 
anything actually came out, and this so-called 
“argument” was going on, we had actually 
declared our hand and told the Government 
what we were going to do. We eventually 
changed the date on which we applied the 
increase — and really there were two reasons. 
First of all we are monitoring in our business 
all the time what is going on and regularly 
every month we have a detailed breakdown 
of what our costs are and what the outcome 
is going to be. And due to two things — first 
we did a bit better in cost saving than we 
thought, but the big thing was the relation- 
ship of the pound to European currencies 
which was more favourable than we expected 



and that happened to be important to us in 
some of these gas purchase contracts. We 
were about £100 million better than budget. 
So what we did was to say, “Right, we will 
not go so early ; we will go in January” — and 
by the way that was also helpful because at 
that stage we had not got the package and 
until we had got the package we were not 
going to put anything in place. There is no 
doubt of it; we proved that absolutely. 

Mr Malone 

200. Can I ask you about the question of 
contract customers? Given that your 
Corporation now knows the financial target 
for the period 1983-84 through to 1986-87 
and the EFL was for 1984-85, are you in a 
position to indicate the likely level of increase 
for contract customers for the 1 st April of this 
year? 

('Sir Denis Rooke.) As far as I know we are 
already doing this and I think we told our 
contract customers that they should expect an 
increase of, from memory, 0.6 pence per 
therm as from the 1st April. Our contracts are 
all based at the moment upon a sort of 
revision every year — in a sense the price is 
revised every year — and usually the increases 
are broken down into a series of quarterly 
increases because that means the costs come 
up more gradually. We have interrupted 
many of those quarters by adjustments. But 
as we see it at the moment, we shall have to 
go in April and there will be an 0.6 pence 
increase. 

201. What would that be as an overall 
percentage figure to compare for example 
with the 4.3 per cent? 

(Mr Jewers.) 2 per cent. 

MrLofthouse 

202. At what point in the year were you 
informed that the EFL for 1984-85 was 
-£100 million as against — £43 million in 
1983-84. Are you happy with this figure? 

(Sir Denis Rooke.) It was December 
12th — yes, the Secretary of State for Energy 
wrote to me and put back to me the figures 
that my staff had agreed with his staff and 
with the Treasury. 

203. In paragraph 3 on page 10 of your 
memorandum you state: “agreement has 
been reached on the general level of EFL for 
the remaining years”, that is, 1985-86 and 
1986-87. What are the expected EFLs for 
these two years ? 
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('Sir Denis Rooke.) Perhaps Mr Jewers can 
turn them up. We have them and will give 
them to you. Yes, I have them now it is - £390 
million for 1985-86 and -£490 million for 
1986-87. 

204. What happens when an undershoot 
or overshoot in a particular year, for example 
the EFL for 1982—83, occurs? Is this taken 
account of in setting the targets for the 
following years? 

(Sir Denis Rooke.) I think it depends on 
why you missed the EFL. If it is because of 
sloppy management, you must expect to have 
an argument about it. When we have got it 
wrong it is because we do a fair amount of 
work off shore. You cannot possibly be 
accurate about the phrasing of offshore costs 
because they are so dependent on the weather. 
So we had an underspend in offshore capital 
and had to carry it on to the next year and 
literally, with agreement with the Treasury, 
we adjusted the figures. 

205. Can you tell us why, compared for 
example with the electricity industry, British 
Gas publish so few statistics and no medium 
term Corporate Plan? 

(Sir Denis Rooke.) I am not aware that that 
is so, that they publish a lot more than we do. 
If you look at my annual report there are four 
pages of statistics in the middle and there is 
certainly a statement of the medium term 
Corporate Plan. It may not be as full as 
electricity’s, I do not know. I have not looked. 

206. It is certainly my view that it is not. 

(Sir Denis Rooke.) I think you have to 

remember one thing. We are reporting for one 
industry, the whole thing. Electricity, of 
course, have got the Electricity Council who 
put out something, the CEGB and eight Area 
Boards who put out something separately. 
The appearance may be of much more 
volume there but I think as much actual data 
is given in ours. 

207. Why do you think it is that the British 
Gas Corporation has never been subject to 
investigation by the Monopolies and Mergers 
Commission? 

(Sir Denis Rooke.) It is not true. We have. 

208. How long ago was that? 

(Sir Denis Rooke.) Was it four years? Dare 
I mention the gas showrooms and the 
retailing of gas appliances. And in 1983 we 
had Deloitte Haskins & Sells 



four years by the MMC it was obvious that 
the MMC did not have enough staff, so they 
said they would bring in other consultants 
from time to time — and we got DH&S instead 
of the MMC. 

209. The investigation by Monopolies and 
Mergers was on the retailing side? 

(Sir Denis Rooke.) We had one on retailing 
of gas appliances ; and the DH&S one should 
be looked at as an in-depth study of precisely 
the same thing that the MMC might have 
undertaken. 

210. But not as in-depth as the Coal Board 
has experienced in recent times? 

(Sir Denis Rooke.) Well probably not 
because they used to be done by someone 
different. They used to be done by the Price 
Commission. You will find there in one 
period of two years we had three of them and 
one went on for a year. If anybody says we 
have not been looked at in depth they have 
got it wrong. 

Mr Hayward 

211. You have just said you were informed 
by the Department of the EFL in the middle 
of December, but in answer to the question 
I put to you you said the EFL was a natural 
result of the financial targets. Did the 
Department of Energy tell you that they 
agreed to the EFL as an extension of your 
financial targets or were they telling you what 
the EFL was to be and your financial targets 
should produce that result? 

(Sir Denis Rooke.) No, no. I have the letter 
here. I will now turn it up. It says : “Following 
detailed discussions between our respective 
officials, I am writing to you to set out my 
proposals for the Corporation’s new financial 
target and performance objective” — and they 
are all set out. It tells you what the whole 
package is. The reason it sets all this out is 
because that is what we actually agreed. I 
have to say to you the EFL is a figure that 
comes out of the calculation, having set all the 
other real elements of the package. It is the 
difference between two huge numbers. 

212. I was trying to establish where the 
process of agreement was concerned. You 
talked about financial targets, I wanted to 
understand the exchange, not only in relation 
to EFLs but also financial targets. You 
half-answered the question. 

(Sir Denis Rooke.) The Secretary of State 
wrote to me, because if these are to be 



instead — because you do remember that 
when they decided that nationalised 
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about what the right thing to do is, having 
discussed all the things, having found out 
what the package is — it should be enshrined 
by the Secretary of State writing to me and 
putting forward to me his suggestions, and I 
write back to him and say I accept them. 

(Mr Brierley.) The process starts in the 
spring when the Corporation submits its 
Corporate Plan to the Secretary of State. The 
discussion process then starts and finally ends 
in December. 



Mr Concannon 

213. I am finding all this amazing myself 
because of the different treatment which two 
of our nationalised industries get. I take it this 
is so : that you are going on nicely with the 
Department of Energy, they let you know by 
letter, it is all nicely agreed about everything 
else, but here we were told yesterday by 
another nationalised industry that they have 
their EFL imposed on them, the first they 
know of it is when it is announced in the 
House. The head of another nationalised 
industry has told us point blank if he had been 
left to his own devices he would not have 
increased it. You tell us that you tell the 
Department what you are going to do. Now, 
come on, is it dynamic leadership? 

(Sir Denis Rooke.) Mr Concannon, what 
has happened this time is exactly as I told you, 
but it is within my experience to have 
experienced something like electricity has 
had. If I go back to the beginning of this 
particular administration, or rather, the last 
administration, the entry of the Conservative 
Government, you will see in our 
memorandum we mentioned that the EFL 
was changed by £190 million three months 
through the year when the Government came 
in. That is what we had got to do. If we like 
to go back to an earlier administration, I can 
remember when Denis Healey was 
Chancellor and he put an extra burden of 
£100 million on my industry to square the 
numbers for the IMF loan. 

214. You got a good deal this year? 

(Sir Denis Rooke.) So we had to do it. But 
in answering Mr Rost I tried to indicate that 
where we stand now is the accumulation of 
a good few years’ experience, and during that 
period we have worked through a system so 
many times we say, “We know what we are 
doing, we know what your powers are”, so 
our views are really going to be taken 
seriously. Of course, tomorrow the 
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to land something on me. That is when the 
row will start. I suspect the row might be a 
bit bigger than it actually was with electricity. 



Mr Barron 

215. The Gas Act places an obligation on 
your Corporation to refrain from undue 
discrimination between classes of consumer. 
The ratio between domestic and industrial 
sectors in average revenue per therm has 
varied somewhere between 28 per cent and 78 
per cent over the last 10 years. Would it be 
possible for you to define a non- 
discriminatory revenue between domestic 
and industrial prices? 

(Sir Denis Rooke.) No. Those figures are, 
first of all, averages, so I do not think you can 
actually determine discrimination between 
individual classes of customers or individual 
customers on broad averages. Secondly, they 
are affected by all sorts of things. Let us start 
off with this : I referred just now to the fact 
that back in 1979 we suddenly had imposed 
on us the need to find an extra £190 million 
in cash. That could not all be found within 
the industry. We found £70 million of it 
internally but had to find, speaking from 
memory now, another £120 million. We had 
to get that from tariffs. Our proposals at that 
time were that it should be spread over all 
customers, domestic and industrial. We were 
told we could not change domestic prices, 
that was the order of the Government. We 
still had to find the money, so it went on to 
industrial gas, so the balance started to 
change. Then the next year the balance 
changed again by Ministers coming to the 
House and telling them that they were setting 
up a regime that required us to increase gas 
prices by 1 0 per cent real per annum and again 
the balance began to change. The 
non-discrimination things really do not deal 
in matters as broad as that. It is that I must 
not start selling gas to one series of domestic 
customers at a different price from somebody 
else, and I have to keep broad balances 
between like people. Not broad balances 
between all domestic and all industrial 
customers, because the moment you start to 
go into industry they are using large 
quantities of gas and therefore the overheads 
are spread much more and therefore the 
apparent cost to them in pence per therm is 
going down. That is absolutely fair. If we did 
not do that we would be discriminating 
against them. I do not think those figures can 
actually be used to pursue the argument on 
irqBigitMfiattrtn. 
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216. The Department of Energy 
memorandum suggests that at the present 
time — I think this was the last fiscal year — the 
difference between domestic and industrial is 
63 per cent. What interests me is that it seems 
that the price increases have been loaded 
against the domestic consumer. Are you 
telling us in what you have just said that it 
has been a decision of Government or has it 
been a decision of your Corporation? You 
have told us what happened in the three years 
you mentioned when they had to go up in real 
terms by 10 per cent, which was a decision of 
Government. What about this year? 

f Sir Denis Rooke.) We do not actually 
use those figures you are talking about as 
guidance to ourselves in setting prices. You 
ought to think back because, if you go back 
beyond these three years at 10 per cent real, 
what was sitting there before was the Price 
Commission and we operated against a 
price code. If you look at the period of the 
price code, we were set reference prices by 
the Price Commission which determined the 
price that we could sell gas at in the 
industrial market in the firm industrial 
market and the interruptible market. The 
way the code worked selling to those 
reference prices got for us pretty well all the 
extra revenue that was allowed under the 
code. So for about three years domestic 
prices did not go up and it was because of 
that fact. Then when the Government 
changed Ministers began to think that 
domestic prices were too low and, if you did 
some form of analysis, you could say that it 
was doubtful whether the domestic market 
was profitable. We do not disagree with 
that. Our disagreement came on the rate at 
which they tried to put it right. So I do not 
think it is right to say either one or the 
other has had the costs loaded on them. 
What I think is wrong, and what we are 
seeking to avoid — what our pricing policy is 
about — is sudden swings in one direction or 
the other. We know that offshore gas prices 
are going up, there is nothing we can do 
about it. Save as much as we do by 
increasing the efficiency of the Corporation, 
we just cannot match the actual increases 
that are going on offshore which are double 
the rate of inflation at the moment. There is 
nothing we can do about that rate. So what 
we are doing is getting the maximum 
efficiency we can. That leaves something 
still to be got. We want to make sure that 
we do that year by year, taking time by the 
forelock, rather than leaving it for a long 
time, then leaving somebody a great cliff to 
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217. Obviously the negotiations you had 
with the Treasury over the three years when 
it went up in real terms by 10 per cent have 
not been repeated at all this year? 

f Sir Denis Rooke.) No, there was no 
negotiation about that. That was not 
negotiated. That is why, with respect, we 
would not accept it unless a Minister goes to 
the House, tells the House what he has done 
and the House accepts it; and in the case you 
reffered to the Minister did just that. All right, 
if the House accepts it there is nothing I can 
do. If Parliament accepts it I have to obey the 
law. 



Mr Speller 

218. Turning to the long term costs, are 
your investment plans, such as they may be 
for the next five years to be self-financing and 
what sort of volume are you thinking of? 

(Sir Denis Rooke.) We aim to remain 
self-financing. At the moment we are 
spending capital at the rate of between £800 
million and £1,000 million a year. I think it 
is likely our rate of capital spend will decline 
after another two or three years, although it 
does depend on what gas is discovered, where, 
and what we have to do. We are pretty 
substantial capital spenders but we can say 
that on anything we know about now 
certainly for the next five years we will remain 
self-financing, yes. 

219. Do the Treasury in fact accept the 
whole of your investment programme or do 
they seek to amend or change it on your 
financial arguments? 

(Sir Denis Rooke.) They probe everything. 
You have to argue your corner. In the same 
way as if I put something in front of you, some 
of you will say, “I do not agree with this” or 
“What about that?”, so they do that to us. 
We argue. We stand our corner. 

(Mr Jewers.) They do their job. The 
Treasury argued ; our investment programme 
is sound. 

220. Why should they know rather than 
you know that it is sound? 

(Sir Denis Rooke.) We know it is sound, 
but they have a statutory duty to approve it. 

221. You do have a 5 per cent real return 
so providing you are achieving that why 
should the Treasury get involved? You are 
self-financing and producing the return they 
want. Is it not just another quite costly useless 
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("Mr Jewers.) The discussions we have 
talked about? Look at the picture as a whole. 
That is the way we come to these agreements. 
Capital is a vital feature of our business, 
particularly where we are wanting to take gas, 
and certainly if we can find it ourselves and 
develop it ourselves we can get it at cost and 
so on. 



222. Are you not. so used to the Treasury 
now that you would miss them? I cannot 
actually see what part they are playing. 

("Mr Jewers.) No, I would not miss them. 

("Sir Denis Rooke.) May I introduce a 
slightly new thought on this — without 
wanting to be contentious. There are quite a 
number of Members of this House who 
actually regard all the cash flow of the 
Corporation and the way it is managed as 
being public money and they therefore believe 
there should be public accountability; and 
depending on how strongly they regard this 
as public money so they build more layers of 
accountability on it. It so happens I or my 
colleagues just say, “Well, our money comes 
from our customers. It is just like the GEC’s 
money”; but that is not the general view 
taken by most Members of Parliament. The 
Treasury build on that. You may remember 
in the last session there were proposals to 
actually have many of the things we have 
done examined by the Auditor General, and 
that sort of thing, all of those arguments. So 
I do not think there is ever any way we could 
get out of the Treasury’s embrace, and one 
of these days we may need them. It may not 
always be so profitable, and we may need to 
borrow again. So it is a good idea to keep in 
touch with them. 



Chairman 

223. You are entering a very old and 
ancient arena of political disagreement. Our 
inquiry so far does appear to have disclosed 
a certain difference in the Government’s 
treatment of the electricity industry and the 
gas industry. Is this by any chance due to the 
fact that you have paid off your debt and the 
electricity industry has not, thereby giving the 
Government far less leverage over you than 
over the electricity industry? 

("Sir Denis Rooke.) I should like to allow 
my two colleagues to say what they think as 
well as me. I think the answer is, no. Of course 
it helps a bit, but I do not think conclusively. 
To be quite honest about it, when we paid off 
all our debt I actually believe the Treasury 
became much more suspicious of us and 
looked at the fine print much more carefully. 
So I think no. I think it is a great deal to do 
with the way we work — the reputation we 
have got in Whitehall, within the Treasury, 
for cash management. They have learned over 
the years that there is no point in trying to 
get round behind our figures and turn them 
into something else because they are 
constructed in a particular way they have seen 
before that they know about — and they are 
right. 

224. May I ask your colleagues, is it 
unanimous? 

("Mr Jewers.) My view of this is that, if you 
perform and if you meet your targets and 
monitor them and that sort of thing, that is 
the way to get a relationship with 
Government which says this outfit knows 
what it is doing, let them get on with it. 

("Mr Brierley.) Could I answer your 
question with a simple word — no, Sir. 

Chairman: Thank you very much for an 
extremely informative and helpful session 
with the Committee. We are most grateful to 
you. 
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Chairman 

225. Good afternoon, Secretary of State, 
may I extend to you and your colleagues a 
very warm welcome to the Committee on 
behalf of the Committee members. 

(Mr Walker.) Thank you very much for 
your welcome. 

226. Thank you. Secretary of State, you 
will probably be the last person in the King- 
dom to whom I would have to say that the 
subject of electricity or gas prices is a subject 
of importance. That is the reason why the 
Committee thought it right to look into this 
very important subject and the first question 
I would like to put to you is whether you 
personally believe that domestic electricity 
prices should rise by two per cent from the 
1st April this year and if you do so believe, 
could you tell the Committee why you 
believe that? 

(Mr Walker.) As a member of a Cabinet 
which comes, as all Cabinets do, to conclu- 
sions and members of that Cabinet accept 
the responsibility for those conclusions and 
the policies of that Cabinet, obviously I 
accept my responsibility as a member of that 
Cabinet for the proposal we put to the Elec- 
tricity Council. I might say the suggestion 
is slightly less than 2 per cent on domestic 
prices because there is no increase advocated 
in the standing charge and is, overall, an in- 
crease of 0.6 of one per cent on electricity 
prices as a whole. Therefore, in putting to 



them that they should consider the sugges- 
tion of the Cabinet, obviously I was putting 
the collective views of the Cabinet and I 
share my responsibility for that collective 
view as all members of the Cabinet do. 

227. We understand there is a doctrine of 
collective Cabinet responsibility to which 
you must adhere. What we would like to find 
out, without breaching that strict and under- 
standable convention, is whether you your- 
self took a view on behalf of the Department 
of Energy before that collective decision was 
reached by the Cabinet? 

(Mr Walker.) When you say did I take 
a view, there were proposals before the 
Cabinet for various levels of charges. There 
was a proposal for a 3 per cent increase in 
all electricity prices — domestic and indus- 
trial, which would have produced 210 mil- 
lion pounds of revenue. After discussion and 
dialogue in Cabinet, it was agreed to put to 
the Electricity Council they should consider 
an increase of £60 million. Therefore, dia- 
logues and discussions that took place in 
Cabinet changed the £210 million to the 
suggestion of £60 million to the Electricity 
Council which the Electricity Council, after 
considering for some period of weeks, 
decided to accept. 

Mr Rost 

228. Secretary of State, Mr Jones of the 
Electricity Council told us last week, and I 
quote, “We wanted to see how the efforts 
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transpired before deciding whether the in- 
crease was necessary.” Why was that not ac- 
ceptable? 

fMr Walker.) The electricity industry has 
such a vast turnover — and you know one is 
talking really about something like £17 to 
1 8 billion — and its prospects are very suscep- 
tible to changes in the economy. When my 
predecessor agreed the financial targets for 
two years with the industry, the Electricity 
Council took the view that in order to meet 
their financial targets they would need price 
increases for this coming year of ljr per cent 
less than the going rate of inflation. At that 
time, the prediction for the going rate of in- 
flation was 7 per cent, so they were putting 
into their financial targets, the potentiality 
of a 5-J per cent increase in electricity prices. 

A number of major factors changed over the 
months to change that situation. There were 
forecasts about the increased activity in the 
economy ; there were lower forecasts for in- 
flation; so the scene was a changing scene. 
But, one of the problems of deciding the 
prices as you go along is that if you do that 
too much you would have vast conflicting 
price changes. The suggestion that the Coun- 
cil might increase prices by £60 million 
pounds is a tolerably minor suggestion and 
of no great significance when viewed against 
the turnover of £9 thousand million. 

229. What I find difficult to understand 
was if the industry has given an undertaking 
to your Department and the Treasury that 
they are committed to meet the higher finan- 
cial target in the EFL, why was that not 
taken in good faith and the industry given 
the discretion to reach those higher targets 
to produce extra revenue in their own best 
way? 

fMr Walker.) In fairness, the industry 
did not say without a price increase they 
could meet the EFL, they said they would 
use their best endeavours to reach it, which 
is a different thing. They said they would 
use their best endeavours to meet it and 
thought they had a good chance of doing 
so. The view the Cabinet put to them was 
perhaps the Government suggestion would 
be a little safer, more prudent and would 
reduce, also, the risk that abrupt price in- 
creases might take place the following year. 
At quite a late stage in the discussions, the 
genuine view of the electricity industry was 
that they would need no increase this coming 
year and a 6 per cent increase the following 
year. I think it was perfectly reasonable for 
the Government to put to them the view that 
if that was the genuine view, it was better 
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to spread the increase out. Then the factors 
changed again. I am not criticising the elec- 
tricity industry for this because the factors, 
the Treasury factors, were changing. They 
looked at the Treasury forecast and other 
factors known to them, they said they did 
not think they needed increases of nought 
and 6 per cent: they could probably manage 
with increases of nought and three per cent. 

It was at this stage that the suggestion was 
made of an increase of 0.6 of 1 per cent this 
year. If their hopes and aspirations are good 
this year, this will be taken into account in 
next year’s prices. 

230. How do you answer the criticism that 
quite clearly from the course of events, the 
Treasury did not press the electricity in- 
dustry to meet its commitments or the alter- 
native conclusion must be that the Treasury 
wanted more money but was not prepared 
to come out in the open and admit it? 

fMr Walker.) In fairness, when you look 
at the estimates of any major body, including 
nationalised industry and private industries, 
if the estimates are of a scale of turnover 
of £9 billion, if you start making suggestions 
of a change in the turnover of £60 million, 
you are not talking about a great degree of 
variation. Added to which, it was made clear 
that the views put by Government to the 
Electricity Council were views the Govern- 
ment were conveying to them. I made it clear 
in the House of Commons when asked from 
the benches opposite if the Council disagreed 
with the suggestion, would I introduce legis- 
lation to force them to accept, I categorically 
said no, there was no such intention. With 
all the variable factors and with their own 
view that prices would have to increase next 
year, would it be more prudent to have some 
increase this year? That was the view put 
and the Electricity Council accepted it. 

Mr Hayward 

231. Can I clarify whether the Depart- 
ment of Energy agree or disagree with the 
electricity supply industry, that they would 
in their judgment not necessarily have to in- 
crease prices earlier in the year? 

fMr Walker.). In fairness it is not a case 
of agreeing or disagreeing because, the Elec- 
tricity Council’s views upon prices in April 
had changed by September and changed 
again by November — I am not criticising 
the Electricity Council at all. There were 
genuine changes taking place in a business 
of that magnitude. What is absolutely certain 
is that substantial changes in an industry of 
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that size can take place. It was not a case 
of the Department of Energy saying to the 
Electricity Council : “We disagree, we think 
it will be this or that.” It was the Govern- 
ment collectively putting a view: “Perhaps 
you can be more prudent in your bid and 
in any case, you, yourselves, suggest that in 
the second year there will be an increase, first 
of all, you said 6 per cent, now you say 3 
per cent. If there were increase of this minute 
size in the first year that might be a more 
prudent position to be in.” 

232. You are emphasising that the 
Government took one perspective and you 
have made reference to collective responsi- 
bility. As I understand it, you said, in a 
speech made in your constituency, that you 
had fended off the Treasury in relation to 
bigger increases? 

fMr Walker.) I would never use such 
phraseology about the Treasury. 

233. Would you clarify to the Committee 
the phraseology you did use? 

(Mr Walker.) I never recollect in great 
detail my own speeches. Certainly there was 
a suggestion being made publicly that it was 
outrageous that a debate was going on in 
Government about it. I pointed out it was 
a good thing no sensible Government has 
a deficit of such size. As a consequence, the 
situation was such there was going to be no 
major increases taking place as far as electri- 
city was concerned and as far as the future 
is concerned they would be way under the 
i rate of inflation. I in no way suggested my 
colleagues in the Treasury were to blame. 

234. If there was a debate, surely the 
Department of Energy must have had a view 
to the right size of increases? 

(Mr Walker.) Absolutely. In all forums 
of Cabinet on everything related with expen- 
diture, a dialogue takes place. Certainly, 
| having been responsible for two of the big- 
j gest departments, Department of Trade and 
Industry, I know one has had a situation 
every year, every few months, there is a dia- 
logue of that sort with the Treasury. The 
Department puts a view; Treasury puts a 
view and as a result the Government comes 
out with a conclusion which applies. That 
? is the normal process, 
i 

Mr Lofthouse 

I 235. While I fully appreciate your 
Department’s views, the views ol the 
Secretary of State for Energy, how outraged 



were you when you returned from China and 
discovered that whilst your back was turned 
that the gas and electricity industry had been 
ripped off by the Chancellor of the 
Exchequer? 

(Mr Walker.) Stories I had fled to China 
in order to avoid such conflicts are totally 
untrue. 

236. I am sure they were. 

(Mr Walker.) I had agreed the position of 
what should be put to the Electricity Council 
and the basic details of the position before I 
departed for China. So, there was no such 
situation. The changes had taken place prior 
to that. As you know the decision was finally 
made to suggest to the Electricity Council an 
increase of less than one per cent on electricity 
prices overall and again there was no hurry. 
They were not under pressure. They spent 
three weeks considering it and came back 
three weeks later and said they would accept 
the suggestion of the Government. As to the 
idea the Chancellor of the Exchequer did a 
rip off, in reality, on a turnover of 9 billion 
pounds, suggested changes would increase it 
by 60 million pounds. Whether or not that 
figure proves justified or not justified in terms 
of needs and financial targets of the industry, 
will be seen in the future. Whatever happens 
this year will affect the position next year. 

Mr Leadbitter 

237. We must remove ourselves from this 

sweetness and light here. The position is quite 
simple, Secretary of State, you have made up 
your mind you can “coo” us into a situation 
of acquiescence; it is not on. There is no 
evidence that the electricity supply industry 
wanted an increase. There is no evidence that 
the area boards wanted an increase. There is 
no evidence that the Electricity Council 
wanted one. There is no evidence that the 
CEGB wanted it. There is no evidence that 
your Department wanted it. Whether you like 
it or not, you do not want it and nor did Nigel 
Lawson when he was in your position. That 
is a remarkable situation, is it not, seeing how 
you can come here and say to us : “It is more 
prudent to have a price increase”, although 
you have no legal powers to do it. You have 
imposed yourself on this industry in such a 
way that some of the newspapers were antici- 
pating your resignation. What was this row 
in the Cabinet about? Do you agree with the 
London Electricity Consultative Council— 
and they have accused the Government as 
recently as yesterday evening in The 
Standard— “The London Electricity 
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Consultative Council claims that the price 
increase of 2 per cent due to come into effect 
in April amounts to an illegal tax of £70 
million on London power users”. Is that not 
a dreadful situation. Secretary of State, to be 
in when you had a view that you did not want 
an increase? 

("Mr Walker.) Having shared the delights 
of the Transport Bill with the honourable 
Member I would not attempt to “coo” him 
into anything. If I may say, splendid though 
his rhetoric is on these occasions, if he 
believes in all that sort of stuff, he must have 
been a very miserable man when in 1976-77 
the net profit on the turnover of the Electricity 
Council under the then Government was 5.3 
per cent of turnover; 1977-78 the net profit 
turnover was 2.9 per cent and 1978-79 the net 
profit on turnover was 4.9 per cent; a period 
when the candidate for Chesterfield was in 
charge of this. If you accuse me or the 
Chancellor, of having ripped off the industry, 
the candidate for Chesterfield had substantial 
rip off during that period. I am sure the 
candidate in Chesterfield was in no way acting 
illegally. You mentioned the case in terms of 
London and the arguments there, well, that 
is for lawyers to consider and it is not for me 
to intervene upon the legal aspects of what is 
being raised there. Having studied the Statute 
and White Papers produced not just by 
Conservative Governments but the impor- 
tant White Papers produced by the Labour 
Government of 1974-79, 1 would be surprised 
if there is anything illegal in what is 
happening at the present time. 

Dr Clark 

238. You have told us already, and you 
have mentioned that in the House of 
Commons you told the benches opposite that 
you would not bring in legislation to force the 
electricity or gas industries to increase their 
prices. Sir Denis Rooke told us last week that 
he would never bow to Government pressure 
to increase prices against the Gas Corpora- 
tion’s commercial judgment. What would 
your reaction be if the situation arose where 
the Government wanted to increase prices 
and the BGC declined to do so? 

("Mr Walker.) I think it is absolutely right 
that the British Gas Corporation and the 
Electricity Boards concerned must have the 
statutory judgment in this area. If you 
decided that a board was making what you 
considered in the national interest an 
irresponsible decision, you would be free to 
introduce legislation to force them to do your 
requirement or you could endeavour to 



discharge members of the board or put 
members of the board on it to discharge 
wishes you have. I do not think in the lifetime 
of nationalised industries in this country it 
has happened. It has not happened because 
under all Governments, dialogue goes on and 
one endeavours to see people are doing 
everything in the national interests. I think to 
give the power of pricing to Government and 
no power of pricing to industry would mean 
you were appointing managers to industry 
who were not managing at all. That would be 
wrong. 

239. If there was this conflict between 
Government’s wishes and commercial judg- 
ments of the Gas Board or the Electricity 
Council, what sanctions would you have over 
these industries to persuade them to accept 
the Government’s view? 

fMr Walker.) Other than the power of 
persuasion if it was for reasons of national 
interest, basically you would have none. I 
think that is right. If you have an easy power, 
if I decided I wanted 4 per cent or 5 per cent 
or else, that would mean I was managing 
those industries to greater detail. 

240. Can we assume in future price 
increases will have been voluntarily accepted 
by the gas and electricity industries? 

("Mr Walker.) Yes, certainly as far as I am 
concerned I believe you negotiate the 
financial targets for the industry you then, I 
might say, because of size, have to 
genuinely — with them — discuss variations 
that take place in those financial targets. As 
I pointed out, after the financial target the 
electricity industry agreed to last Spring, they 
came to the conclusion per cent price 
increases were not needed. There was a very 
big change. There are big factors affecting this 
enormous turnover. For example one factor 
which affects their figures is the slippage of 
Sizewell which now if ever the inquiry 
concludes, will be at a later date. Matters do 
change in an industry of this size. Therefore, 
I think you should continue the situation that 
it is the industry who ultimately decide the 
prices to fit in with the Financial targets they 
have agreed with Government. 

241 . Does it mean. Secretary of State, that 
when in the future we have reductions in the 
price of gas and electricity, the credit for that, 
too, will go to the gas and electricity 
industries, rather than the Department of 
Energy or the Government? 

("Mr Walker.) I am certain if anything does 
go down politicians will claim credit for it or 
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if anything goes up the opposition will accuse 
the Government of it. Certainly if efficiency 
improves, then proper tribute should be paid 
to those who achieve it. 

Mr Rost 

242. The Treasury has tried to persuade us 
to believe that the price increases for 
electricity have been brought about by the 
requirement of economic pricing. That is 
their justification and that has nothing to do 
with the coincidence that it will raise more 
money for the Treasury. The industry, on the 
other hand has argued, and Mr Jones has told 
us quite clearly, that the increased price is not 
required to meet financial targets and nor 
does he believe that it is required for the 
purpose of achieving economic pricing; so, 
there is quite clearly a major difference of 
opinion here about what is required for 
economic pricing between the Treasury and 
the electricity industry. Could we know who 
is right and where the Department of Energy 
stand on this matter, or do you not have the 
role of arbitrating as to what is an economic 
price and what is not. 

(Mr Walker.) Well, can I, Mr. Chairman, 
on this very fundamental question, set out to 
the Committee what I consider the range of 
considerations that Government Depart- 
ments, both Treasury and Department of 
Energy and every Department concerning 
nationalised industries in these spheres, have 
to consider? The Government sets a frame- 
work for the nationalised energy industries in 
which the financial target plays a critical role 
and the EFL is an important short-term 
control. Other parts of the financial 
framework are a corporate plan where it is 
possible to work one out; approval of an 
investment programme; a required rate of 
return on investment programmes and 
performance targets meant to encourage cost 
reduction in the industries. All this was set out 
in the Treasury evidence to the Treasury and 
Civil Service Select Committee in 1981, and 
that in turn built on the 1978 White Paper. 
As was made clear in the 1981 evidence 
“Economic pricing”, in the sense of long run 
marginal costing, enters with other factors 
into the determination of the financial 
framework ; including the financial target and 
the EFL. Now, long run marginal costing is 
certainly not a neat, precise yardstick and its 
measurement is open to a great deal oi 
argument. It is more to do with direction than 
with precision. As the Treasury said in their 
recent evidence, it may indicate a range. 
Indeed, long run marginal costing is easiei to 
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measure with some industries than with 
others. The Committee may have noticed 
from the evidence of the Electricity Council 
and of BGC that there is more acceptance of 
an LRMC approach in electricity than in gas ; 
and that in fact reflects relative problems of 
identifying long run marginal costing in the 
circumstances of the two industries. Even in 
electricity there is plenty of room for 
argument and my predecessor announced 
some change in the interpretation of LRMC 
in electricity supply late in 1982. The 
Government’s decision to ask the Electricity 
Council to consider a price increase, in my 
view arose out of a balance of considerations. 
Some concern about whether the industry 
could achieve a £740 million EFL for 1984—85 
without any price increase. Concern that a 
complete freeze for two full years would have 
to be followed by a rather larger increase, The 
industry began by foreseeing the need for a 
rather larger increase following a two year 
freeze but was later able, for good reason to 
revise its expectations downwards. However, 
these figures for 1985-86 are inevitably highly 
speculative. The Government was much 
concerned that the industry might be taking 
too much of a financial risk. The Government 
took the view that a small increase, well below 
the rate of inflation, would be consistent with 
long run marginal costing in electricity. The 
Government were also concerned about the 
return on the total capital invested in the 
industry. What we are now talking about is 
a very modest increase on which agreement 
has been reached between the Government 
and the Electricity Council. Therefore, I do 
think there are a whole range of considera- 
tions to be taken into account. In the longer 
term, there are other factors Government will 
have’to consider with energy in general. Now, 
my own view is that at this moment in time, 
we are very fortunate in this country in having 
a coal industry, a gas industry, an oil industry 
and an electricity industry, nuclear, of 
considerable dimensions. If you look at 
Western Europe we are more energy 
orientated than any country In Western 
Europe by a long way. A substantial 
proportion of our GNP is energy for which 
those industries have a worldwide obligation. 
The future of energy worldwide has a great 
deal of uncertainty. Factors like the Middle 
East; the uncertainty of nuclear, new forms 
of energy developing, all of that. Certainly, 
my own view is that it is right for Britain to 
retain the options to major energy industries. 
If you do that you will decide all sorts of 
things as far as pricing and policy are 
concerned. There are further decisions which 
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Government will have to decide on. I do not 
think there is one simple formula — for 
electricity prices or gas prices — if there were 
there would be no need for the Department 
of Energy or perhaps Treasury, or for the 
Government to make judgments. 

243. We understand the question of energy 
pricing is very involved. I did not question 
that. There is quite clearly a difference of 
opinion about what economic pricing ought 
to be between the Treasury and the industry. 
Where I asked, does the Department of 
Energy stand in this matter? Are you saying 
all is sweetness and light and that you agree 
with the Government’s view of what the 
electricity industry’s energy pricing should be 
and if so what was the fuss all about? 

(Mr Walker.) It was not for me to judge 
what the fuss was about. The fact is you have 
the Electricity Council in the spring of last 
year suggesting, as part of their financial 
target they agreed, that a per cent increase 
in electricity prices would be necessary. At a 
later stage, it was suggested to them by 
Government and Treasury that there should 
be a 3 percent increase in prices. After further 
dialogue and discussion we ended up with 
something like a 0.6 per cent overall increase. 
A dialogue took place and in that dialogue 
the whole range of factors I mentioned were 
concerned. The Treasury in their evidence 
took the view that the all dominating thing 
was LRMC. They said it was an important 
factor. They agreed there was a range of views 
as to where it should be. They took that into 
consideration. 

244. You referred to the dialogue that took 
place but Mr Jones has told us that the last 
time detailed discussion with the electricity 
industry on economic pricing took place was 
in the run up to the fixing of the target in 
March 1983. So, there does not appear to 
have been any dialogue between the industry, 
Treasury and Department of Energy ; if so the 
industry was excluded from it. When was the 
last discussion with the industry on economic 
pricing. 

(Mr Walker.) If I may say so, when 
dialogue took place with the then chairman 
of the Electricity Council in March, when that 
took place, he agreed a financial target which 
envisaged a 5j- per cent increase in electricity 
prices. Therefore if no further dialogue had 
taken place, we might have had a 5^ per cent 
increase. Dialogues took place and situations 
changed. The fact is that the Electricity 
Council, when I put to them the suggestion 
of 2 per cent on domestic prices, spent three 



weeks before they came to their conclusion 
and at any stage they could come in and talk 
and discuss any part of that suggestion with 
us. 

Mr Leadbitter 

245. In paragraph 10 of your 
Department’s memorandum. Secretary of 
State, it states that: "‘The Government took 
the view that achievement of this EFL [of 
£740 million] could best be assured if the 
industry increased prices to domestic 
consumers by 2 per cent”. However the 
Treasury agreed when they appeared before 
this Committee and again in their supple- 
mentary note confirmed it, that the increase 
was justified because it represented a closer 
approximation to economic pricing. How- 
ever, Mr Brierley of the Gas Corporation told 
the Committee he believed economic pricing 
was a polite expression meaning something 
quite different and, of course, I think we can 
look at each other and agree with that but I 
do not suppose you will say so. Do not all the 
circumstances which led to the Committee 
commencing this enquiry and the evidence so^ 
far heard by it suggest to you as Secretary of 
State that the time has come to abandon such 
circumlocutions as long run marginal costing 
and economic pricing as meaningless phrases 
which obscure the fact that energy prices are 
determined solely by the Cabinet’s political 
judgment. You made a public statement as to 
why you took the stand you did in the 
Cabinet, so there was a political judgment 
and that is not to be doubted. Prices are 
determined by political judgments in the 
Cabinet as to what is the maximum revenue 
that can be squeezed out of nationalised 
industries as a matter of fiscal policy. Was this 
not what the debate among your colleagues 
was about? If the argument was honestly 
presented in those terms rather than dressed 
up in Treasury jargon, would not the ordinary 
consumer, for whom you have a personal 
concern, have been in a much better position 
to have a clear idea of what exactly he was 
paying for? 

(Mr Walker.) Let us put it in perspective. 
The gas industry with its vast turnover, made 
proposals which it considered were right and 
sensible for the industry which were accepted 
in their entirity, as Sir Denis Rooke made 
clear to you. The electricity industry with its 
vast turnover of £9 billion made suggestions 
and the variation which has taken place as 
a result of dialogues with the Government, 
could alter turnover by £60 million. I do not 
think it can be described as a great exploiting 
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exercise by Treasury to rook the consumers 
of this country. The fact is the electricity in- 
dustry changed its view of what was needed 
over a period of six months and changed it 
other times in the same way as Treasury fore- 
casts changed several times. I think the most 
important thing is the judgment one makes 
of the projected financial targets for the 
future. Now, if, for example, the electricity 
industry were saying they would like finan- 
cial targets for the next three years (and the 
gas industry have just accepted new financial 
targets — with what they consider are reason- 
able and perfectly acceptable returns on 
capital), then for both of those industries, 
there may be, for reasons outside Govern- 
ment's control and industry’s control, very 
big variations in them. If there are, you 
should go out pointedly as a Government 
or industry and say: “We expected to obtain 
this but we will not achieve this.” I think 
in terms of Governments of any complexion, 
they have got to make clear what the finan- 
cial targets they are setting the industry are 
and define them as being reasonable for the 
industry or as being a form of revenue for 
other areas of the economy. We tax petrol ; 
we tax clothing, therefore, there is nothing 
new about Government taxing particular 
forms of activity, no matter how undesirable. 
Neither the British Gas Corporation nor the 
Electricity Council have suggested that long 
run marginal costing is not a very important 
factor in considering pricing. If you have got 
a situation where your cheapest source of gas 
is diminishing and your more expensive 
source of gas is coming on stream, then, of 
course, the industry states it has to consider 
those factors in the pricing policy. Any pri- 
vate enterprise concern or public enterprise 
concern should consider that as an impor- 
tant factor to take into account. 



powers on this particular question. The dia- 
logue that was going on between the industry 
and Government was, as I say, of a limited 
dimension: one was suggesting an increase 
on domestic electricity prices only and an in- 
crease only applying to the cost of energy 
and not to standing charges, less than 2 per 
cent in all. When one was getting to that 
dimension, the idea that if the Electricity 
Board said no, they were not going to do 
it, one would have legislation or sack a chair- 
man would be absurd. I made that clear be- 
forehand. I was asked on the floor of the 
House by a Member of the Opposition if the 
Electricity Boards did not agree to this, 
would I take statutory action against them; 
I said categorically no. 

247. If it is a collective decision of the 
Government, does it mean the thing was in 
the hands of Sir Denis Rooke to decide? 

(Mr Walker.) Yes. What was decided by 
the Government was what Sir Denis Rooke 
asked for. 



Chairman 

248. You were talking about the range of 
considerations and during the course of that 
discussion you said in the long run, three 
to four years, the electricity industry was 
bound to face a large increase. I would like 
to know whether you thought that would be 
a large increase in real terms or money 
terms? The distinction is important at the 
moment. 

(Mr Walker.) In terms of electricity in- 
dustry? 

249. You said “bound to face a large in- 
crease”, that is what I have down here? 

(Mr Walker.) No. 



Mr Lofthouse 

246. You have told us about the collective 
decision of the Cabinet and the 2 per cent 
increase and you yourself informed the elec- 
tricity authority of that decision. You said 
that at any time in the last three weeks they 
could have come back with a suggestion, but 
if they had come back and said: “We do 
not like this, we are not going to make an 
increase”, have you statutory powers to deal 
with it? 

(Mr Walker .) I have no statutory powers. 
I made clear in the House of Commons, 
before the Electricity Council had decided, 
that, in fact, I would take no statutory 



250. You did not say that? 

(Mr Walker.) No. 

251. Do you support the view that Mr 
Jones gave us that we could reasonably 
expect a fall in the real cost of electricity? 

(Mr Walker.) Yes. On all of the factors 
known at the present time, the prospects in 
the electricity industry are exceedingly good 
for a fall in real prices. You have a situation 
where as far as coal prices are concerned, 
they are likely to be stable and low. You 
have nuclear coming on stream at lower cost 
and on projections at the present time, the 
prospects are exceedingly good. The only 
thing that enters into it are the factors of 



Printed image digitised by the University of Southampton Library Digitisation Unit 



106 



MINUTES OF EVIDENCE TAKEN BEFORE 



1 February 1984] Rt Hon Peter Walker MP, [ Continued 

Sir Kenneth Couzens and Mr Ivor Manley 



[Chairman Contd. ] 

the unknown. If you asked me on all know- 
ledge available to me at the moment, what 
is the prospect for electricity pricing in the 
coming years, providing wages remain 
stable, I think there will be a fall. 

252. Would you say the ideal world is 
where the rate of technological improvement 
outpaced the rate of inflation? 

fMr Walker.) Very much so. In these 
major industries, whose non-energy costs 
account for a big component part of indus- 
trial and domestic prices, the encouragement 
of greater productivity and efficiency is the 
key. 

253. Do you not think. Secretary of State, 
there is something of a task for Government 
where the domestic consumers are con- 
cerned, for more to be made of the fact that 
a small increase in money terms is a fall in 
real terms? I am sure a very large number 
of people do not appreciate these subtle 
economic differences. Anyone whose income 
has risen by less than the rate of inflation 
will feel they are worse off. 

fMr Walker.) Whatever the price in- 
crease, even if it is a price increase below 
the rate of inflation, it is nevertheless 
obviously unpopular and always will be. I 
think at the moment, having had two years 
of stability and now, in electricity, an in- 
crease way below the rate of inflation, 
obviously there is a substantial improvement 
in real terms. In terms of comparison with 
major European producers, French electri- 
city prices went up by 12 per cent and there 
is now an application for a further 5 per cent. 
In Italy electricity prices went up by 13 per 
cent and there is now an application for a 
7 per cent increase. So, the position that is 
prevailing here is better than that of our 
major competitors. 



Mr Speller 

254. I am grateful you are' the first chap in 
the quartet to agree. The Treasury suggests 
tax where it can and we give relief to those 
who cannot afford the costs. The Treasury 
kept talking to us about long run economic 
costs and performance objectives. What 
no-one has talked about is the poor devil who 
has to pay the bills. I think we might change 
direction by saying, there is a tax factor on 
any form of revenue item, whether energy or 
clothes. The Electricity Act of 1957 is specific 
in saying the electricity industry must consult 

widely before fixing or proposing variations 

Printed image digitised by the University of Southampton Libr; 



in tariff and that when they fix the tariff they 

do not show preference to users or classes of 

user, which is something we have forgotten 

about. As you said, yourself, we have surplus 

generating capacity; we have a vast excess of 

coal production. We are trying to save energy. 

We are getting to the strange position of 

raising prices deliberately when, in fact, we 

have over-capacity, over-production and 

should be seeking to reduce the price 

structure to maximise the total use and profit 

as in days gone by. I wonder if you had it in 

your mind to look at the legislation with a 

view to amending or changing it so, through 

surplus capacity, we could offer large 

industrial users energy at just over marginal 

cost so that our own energy would be 

competitive: Would this not be more 

satisfactory for the consumer and more 

economically justifiable to the nation than the 

Treasury’s two per cent of the cost? 

fMr Walker.) The Treasury have said that 

marginal cost is an important factor. It works 

out at 0.6 of one per cent on income and on 

industrial tariff in this area, there has not been 

an increase. Can I say there is a demand by 

some sections of industry that one should do 

away with the statutory provision against 

undue preference. We all know some forms 

of industry which would like preference to be 

exercised. If you exercise undue preference, 

you exercise it at the expense of somebody 

else. If you take the CBI case on energy in this 

country, they point out we are now pretty 

competitive with the European scene. They 

point out that some of the big users were not 

competitive with the Germans, French and 

Italians. There are varying reasons, as, 

perhaps, in some of these areas there is a 

situation where they are obtaining preference. 

The European Commission is looking into 

subsidies that are taking place in competing 

areas of Europe. If you altered your tariff and 

gave big users an uneconomic price, then it 

would be at the expense of the majority of 

industries. Can I say, as far as the big users 

are concerned, the argument you put 

forward, in fact, has already been taken into 

account. Gas and electricity prices reflect the 

existence of any surplus plant capacity and 

will continue to do so. In the Treasury 

calculations and suggestions on this, they 

have accepted one has to take into 

consideration the over-capacity. That is why, 

for example, the return on investment in the 

electricity industry and the financial target are 

of the order of 1.4 per cent. On surplus coal, 

the CEGB and NCB have negotiated a new 

agreement on coal prices which took into 

account the commercial position as far as 
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availability of commercial coal was 
concerned. As a result, coal prices are being 
held down, reflecting the plentiful supplies in 
the UK and the availability of imports, and 
not reflecting the cost structure of coal in this 
country. New load management schemes 
have been introduced, and great credit to the 
electricity industry, following the meetings 
that have taken place with the CBI and my 
Department, and representations that my 
Department has made to the electricity 
industry to look into the situation of the large 
users. As a result there are many large 
industrialists who are paying prices close to 
the running cost of generation. There have 
been substantial improvements in that. Can 
I give one small word of warning, bearing in 
mind a lot of the large users, for example in 
some areas of chemicals, are multi-national 
companies. It may be somebody like Italy 
offers them a super price and they come here 
and say: “The Italians are offering us this 
price, will you offer us better?” If we said: 
“‘Yes, we will”; they could go back to the 
Italians and say: “The British are offering us 
this price”. Government and industry have 
got to take into consideration advantage to 
the industry as a whole. I think there has been 
an enormous improvement in this sphere and 
there are a lot of improvements to take place. 

Mr Rost 

255. Secretary of State, I am not so much 
concerned about the price increase, I accept 
that it is marginal. I am more interested in 
coming back to the decision making process 
and how it was presented to the public. I 
would like to ask you why, in your view, it 
was not possible for the Government or 
T reasury to come clean on this and admit that 
shareholders, the public as a whole, are 
entitled to a higher return from a nationalised 
industry and that cash is required to reduce 
borrowing or pay more for the National 
Health Service or whatever? No hiding 
behind this mumbo jumbo of economic 
pricing. Could we not have presented it in a 
more realistic way as a justifiable increase in 
financial targets and marginal increase in 
prices so there could be a slightly higher 
return to shareholders? 

(Mr Walker.) If I may say so, you correctly 
say it is a marginal change which has taken 
place upon what the Electricity Council had 
in mind. It is also a marginal change oi a vast 
changing scene. As I say, the electricity 
industry themselves accepted at one stage that 
a 5\ per cent increase in prices would be 
required. A lot of changes took place. 5| per 
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cent on the whole of the industry’s prices 
would produce £310 million which was what 
the Electricity Council in the Spring agreed 
with the Treasury and my predecessor was 
likely to be needed for this particular year. By 
the time they came to a decision on this year, 
that figure came to £60 million. For good 
reasons, for sound reasons, they would have 
preferred it to come down a further £60 
million. This is in no way a great success or 
outrageous move by the Treasury which 
succeeds in clocking hundreds of millions of 
pounds from the consumers of this country. 
Perhaps, to achieve the EFL and targets and 
to see there was not too big an increase in the 
second year, a minor increase in this year was 
desired; the Electricity Council agreed with 
that conclusion. 

256. Do you not accept the argument put 
by Mr Jones on behalf of the industry that 
the manner in which it was done by forcing 
a price increase rather than allowing the 
industry the discretion of continuing to 
improve its own efficiency, has been a 
disincentive to management and has 
prepetuated some of the past feelings about 
monopoly that they have found it too easy to 
put up prices to the consumer rather than 
have the motivation and financial disciplines 
of improving productivity? 

(Mr Walker.) Are you saying that when 
Mr Jones envisaged a 5j- per cent price 
increase last year, he was hazarding efficiency 
of the management of the industry? I doubt 
whether accepting less than one per cent 
increase in the Autumn was bad for 
management and efficiency if proposing a 5-j- 
per cent increase in the Spring was good for 
efficiency. 

\ 

MrConcannon 

257. I am finding what the Secretary of 
State says here at odds with his 
memorandum. We are not talking about £60 
million. We are talking about an over-shoot 
of EFL of £190 million plus, of course, 
putting to the industry a £740 million EFL for 
this year. In your document itself, from the 
Department of Energy, you do not talk about 
LRMC and everything else, you talk about 
inflicting on the industry an extra £70 million, 
but we are talking about more than that. You 
said pressures on public expenditure and 
Government indicated an EFL of £740 
million should be set for the industry. Mr 
Jones said to us that left to his own devices 
he would expect an EFL for this year of £380 
million not £740 million. The only thing is 
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here we are in a situation where obviously a 
Government to meet pressures on public 
expenditure concludes that we could up the 
EFL for the electricity industry. The 
electricity industry was expecting £380 
million. They have over-shot for this year by 
£290 million, which clearly they could have 
given in a rebate to the customers. In their 
answers to us they said they were going to try 
to keep the prices level. They suddenly find 
they are inflicting £740 million for this year 
and on top of this a two per cent increase 
which they do not want. Mr Jones said that 
left to his own devices he would not have had 
a two per cent increase. Sir Denis Rooke for 
the gas industry said if it had happened to him 
he would have kicked the Treasury out. In our 
preliminary talk before this meeting, we did 
realise that we were going to have one of two 
kinds of Select Committee today. Might I say 
I am pretty disappointed in the way you are 
trying to 

(Mr Walker.) I am disappointed you are 
mixing up prices with the EFL. If you take 
EFL prices and say they should be given back 
to the consumers, you are mixing cash flow 
with profits. They are two different things. 
You are talking about the balance of cost and 
income over a particular period of time. You 
quite rightly say the EFL anticipated this year 
is £190 million more than the Electricity 
Council predicted. That was partly due to 
slippage in investments that have to take 
place. It was partly due to an increase in 
activity and a whole range of factors. In terms 
of looking at EFL for the coming year, one 
ought to take into consideration that there 
was predicted a one per cent turn down in 
inflation and an increase of one per cent in 
industrial activity and there would be a 
slippage of Sizewell investment. These are not 
matters which affect the profit and loss of 
industry in the same way they affect the cash 
flow. What the EFL is about is the cash flow. 
The various changes that have taken place in 
EFL and due to slippage and decisions are not 
factors. You suggested the Electricity Council 
were advocating that £740 million should go 
to the consumers. In fact the only difference 
to what the Electricity Council were 
advocating was £60 million — it was not £100 
million or £200 million, it was £60 million. 



Chairman 

258. Does that refer simply to the net 
increase on domestic consumers or does that 
include the result of the increase on industrial 
consumers? 
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(Mr Walker.) The increase that takes place 
in industry is a formula calculation that 
automatically takes place because of the 
nature of supply contracts for industrial 
electricity. If you wanted to increase that you 
would have a tariff increase on top of that. 
The Electricity Council advocated that this 
fuel price adjustment mechanism for 
industrial prices should continue in its normal 
way. The £60 million is two per cent on 
domestic which takes place purely on 
electricity and not on standing charges. 

259. There is no net increase as a result of 
changes in industrial prices? 

(Mr Walker.) There is an increase but only 
as a result of the normal fuel price adjustment 
formula in the contracts : no tariff increase is 
proposed. 



Mr Lofthouse 

260. It is a fascinating economic device, 
and I think people on the receiving end of this 
will find great difficulty in understanding the 
jargon. Apart from the economic aspects of 
this, the Government should take into 
consideration the social and human costs. 
The public is aware there was a press release 
on a report called “Coal in Homes”. It was 
suggested during the course of this winter 
44,000 people over fifty years and 500 babies 
under one year old would die because of lack 
of heat and shortage of heat. Whilst the 
Government and the Electricity Board may 
be able to make an economic case, was the 
human cost ever considered for the people? 

(Mr Walker.) If I may say so, compared 
with its predecessor, this Government does 
have a remarkable record. You made a point, 
was the human cost taken into consideration? 

261. Yes? * 

(Mr Walker.) We are talking about human 
cost of a two per cent increase in domestic 
electricity prices over two years compared 
with two per cent over six weeks. The human 
cost of that improvement is substantial . Also, 
we brought in the massively improved energy 
allowances and we are now paying over £350 
million in heating additions to the lower 
income families and those with difficulties. 
Those allowances were increased in 
November by eight per cent. To increase 
those by eight per cent and to announce there 
is going to be an increase of two per cent after 
the winter is over, one can hardly describe as 

not taking into consideration human factors. 
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262. This Committee is investigating the 
decision to increase gas and electricity and 
not what previous Governments have done. 
I would like straight answers. It is a fact that, 
bearing in mind the increased benefit referred 
to, there are something in excess of 100,000 
disconnections at present arising among 
those on low incomes and pensioners who 
cannot afford to provide heat. 

(Mr Walker.) The Honourable Member 
will be pleased that on the latest figures for 
the first half of last year, there was a reduction 
in the number of disconnections, showing the 
benefit the consumer is receiving from the 
Government which has increased prices 
massively below the rate of inflation. 



Mr Leadbitter 

263. Did I gather there, if I heard aright, 
that we were running into the area of straight 
answers? 

(Mr Walker.) Perhaps we could have a 
straight question. 

264. Why does the Government still 
appear to reject the electricity industry’s 
judgment that present prices, before the 
two per cent price increase, are equivalent 
to a broadly mid-point view on long run 
marginal costing under a surplus capacity 
situation? Why does the Government reject 
the advice of the industry that they were at 
the mid-point of LRMC? 

(Mr Walker.) The overall increase is of 
0.6 of one per cent and not two per cent. 
We are talking of an increase of 0.6 per 
cent as a result of this, which has been 
described by other Members of this 
Committee as a marginal increase. 
Certainly one of the factors which 
everybody has to take into consideration is 
LRMC. The Electricity Council decided to 
agree to this increase. They have a 
statutory power to reject it if they decided 
to do so and they have been told 
categorically that no legislation would be 
taken to impose such an increase. They 
decided in the emergence of uncertainties it 
was a reasonable thing to do. Therefore, I 
think that that is the true position. It was 
not an increase imposed upon them and 
rejected by them. Their original view was 
that the income of around £9 billion was 
adequate and they would have gone for 
that. They decided the suggestion of a 
further £60 million was something they 
would do. 



265. It might be reasonable for dispatch 
boxes because reasonable things do not 
come from the dispatch boxes. For the 
person who has to pay that increase, it is 
an increase if he is on the poverty line. 

(Mr Walker.) If he is on the poverty 
line, he has had an eight per cent increase. 

266. Can I go to the Coopers & Lybrand 
Report. This report was commissioned by 
the previous Secretary of State, now the 
Chancellor of the Exchequer, Mr Lawson, 
in 1982. Its main conclusions, submitted to 
the Department of Energy in early summer 
1982, were that if calculations of the 
industry’s long run marginal costs took 
proper account of the present overcapacity 
and lower future demand projections, then 
the ESI’s economic costs, financial target 
and retail tariffs could all be reduced. This 
is a straight question. Why is that report 
confidential? Why is it not published? Why 
are the energy users who pay for the 
electricity deprived of this important 
information? Why is Parliament kept in the 
dark and why are we in this Committee, 
charged by Parliament to scrutinize and 
monitor your Department, asked not to 
refer to the details of the report? 

(Mr Walker.) If I may say so, there is 
no desire on my part to keep the report 
confidential and as the Chairman of the 
Committee knows I immediately and 
happily made it available to this 
Committee. Therefore, people on both 
sides of the House of Commons know the 
reasons for it. The reason it is confidential 
is that some of the information is of 
commercial importance to the 
organisations which provided it and they 
do not wish it to be disclosed for 
commercial reasons. If as a Government 
you commissioned an inquiry as my 
predecessor did, and the outside bodies 
concerned agreed to give the accountants 
concerned commercially confidential 
information, it is perfectly reasonable that 
that confidentiality should be respected. 
This was an accountant’s report done on 
that basis. There is a principle in it and, as 
I say, every Member of this Select 
Committee has had a report. From a 
personal point of view, I would be happy 
for it to be published and sold and read 
widely. 

267. This report was commissioned 
following a review by the Electricity 
Council of the Bulk Supply Tariff. Unless 
we are convinced in some more pertinent 
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fashion about the levels of confidentiality, 
we do have to seek to persuade the 
Secretary of State to be more forthcoming. 
In other words, I hope the Secretary of 
State will go back and think about the 
areas of confidentiality which in all 
prudence might be deleted but to let us see 
the full report that could be published. 

(Mr Walker.) If I may say so, as far as 
I am concerned, I am happy for this to be 
published and for those who have the joys 
of reading it from cover to cover as a cure 
for insomnia — it is as good a cure as I can 
recommend. It is not myself or my 
department saying we do not want to 
publish it, it is the Electricity Council and 
they do have a number of negotiations to 
do of a commercial nature with substantial 
buyers and substantial suppliers. I 
respected the fact they gave information on 
that basis. I have no desire or wish on my 
part for it not to be published. 



268. I think the further point is because 
the Secretary of State has gone a 
considerable way to discuss with the 
accountants the areas of confidentiality, 
which in all prudence none of us want to 
breach, of course, but the general purport 
of the report, no matter how long it takes 
to read — we just like reading some of 
us — if he can go that far and give a 
commercial assurance will he come back to 
the Committee as a result of the 
discussion? 

(Mr Walker.) Of course. 



Chairman 

269. Do you seriously hold the view that 



Mr Barron 



270. When you came to negotiate the 
electricity price increase with the electricity 
supply industry, did you take into account 
the conclusions of the Coopers and 
Lybrand Report? I am saying this in view 
of the fact that it was used to justify no 
rise in 1983. Did you take that into 
account? 

(Mr Walker.) Yes, that is why there has 
been substantial reduction in real terms in 
electricity prices this last year, of around 
five to six per cent. Fuel and wage bills are 
increasing and, yet, overall there will be an 
increase way below the rate of inflation in 
the coming year. 



comment on the 
report — the final 



271. You would not 
final conclusion of the 
two sentences? 

(Mr Walker.) I forget what it was. 

(Mr Manley.) In the same way I think 
the report, if I may say so, Secretary of 
State, would not be much guidance to the 
consumer, I do not think it is easy to pick 
out a conclusion in the way the Member is 
seeking. The report has helped us in the 
direction in which the discussion has been 
going. 



Mr Leadbitter 

have glanced through the report 



if the Coopers and Lybrand Report were 
published, commercial negotiations by the 
Electricity Council could be prejudiced? 

(Mr Walker.) If a firm goes in and asks 
for information and it is given to those 
concerned on the basis that they knew it 
was commercially sensitive and would not 
like it to be published and it is accepted on 
that basis, I have to accept that. I will be 
pleased to contact the electricity industries 
concerned and say: “There is a desire for 
as much as possible could be published” 
and could they look and see if sections of 
importance in terms of commercial facts 
could be deleted? I would be happy for it 
to be published. There is no desire on my 
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272. I 

quickly and I have sought some advice on 
the matter where it has been read more 
thoroughly and have come to the 
conclusion, Secretary of State, that there is 
not much in this report of confidential 
status at all. There is very, very little — the 
amount might come to about half a page. 
The function of Parliament means we need 
to have available to us, and to the technical 
people who can analyse these reports and 
put forward to consumers in the best way 
they are capable of the conclusions of the 
report, and that function should be seen to 
be done. If the Secretary of State agrees the 
confidential piece is so limited, perhaps he 
could consider sending back a note about 
the publication of the report? 

(Mr Walker.) Can I say there is nothing 
in that report which I personally would be 
in any way distressed at being published. I 
think it is important, I am sure the 
Honourable Member will agree with me, 
that if Governments ask people to provide 
information on a basis of confidentiality, it 
is not for Governments to go back on that 
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people give you information in confidence. 
I would be happy to go back to the 
Electricity Council and say: “If there are 
areas which are confidential, perhaps we 
could delete them and with those deletions, 
it would be published.” 

Mr Leadbitter: We have progressed 
tremendously on this. But you see, 
Secretary of State, we have been inhibited 
in this Committee this afternoon because it 
has been marked the way it has been 
marked and w'e have kept to the rules. It 
would not be prudent to impose on the 
Secretary of State’s time again when we 
could have discussed this — when we could 
have discussed this in private. We felt we 
should respect the present Department’s 
decision. 



Mr Lofthouse 



275. What you are saying is the evidence 
given by Mr Orson: “to my knowledge 
there has been no discussion with either the 
Department of Energy or Treasury on 
economic pricing since fixing of targets” is 
actually wrong? 

(Mr Walker.) What he was saying was 
that we have had no set discussion upon 
the methodology of economic pricing. 
When the discussions took place in March, 
the Electricity Council took the view that a 
price increase of 5} per cent would be 
required. As a result of numberous 
meetings and dialogues taking into 
consideration economic pricing, we came to 
the conclusion 0.6 per cent was required. 
There was not a meeting to discuss new 
policy on economic pricing. There was 
plenty of discussion as to what sensible 
step it should take in regard to economic 
pricing. 



273. Could he indicate where the report 
might have suggested there could have been 
a decrease in prices? 

(Mr Walker.) There has been a decrease 
in prices in real terms. There is nothing in 
the report that says in spite of inflation 
they will go downwards. 



274. I 
relation 
relation 



Mr Hayward 

am trying to seek clarification in 
to an answer given earlier in 
to the discussion to the 
Department of Energy or Treasury on the 
electricity supply industry. Could you 
identify what form the discussion took, 
either in relation to new targets or 
economic pricing, with the electricity 
supply industry prior to imposition of 
increases particularly in the light of 
comments Mr Jones and Mr Orson made 
when they were asked about this? 

(Mr Walker.) The appropriate section of 
my Department is in constant liaison with 
the nationalised industry for which it is 
responsible and the talks go on in terms of 
financial targets and EFL and pricing. I 
saw two chairmen of major electricity 
boards, I saw them on several occasions 
during this period and both of these 
chairmen are well aware of the fact that 
any nationalised industry connected with 
my Department can come and have 
meetings with my Department at any time. 
There was no unwillingness to have 
dialogues or talks. The decision of the 
Electricity Council took place several weeks 
after the suggestion of the Government. 



276. Would you not have expected a full 
set of discussions to take place given it was 
the basic thrust of the Treasury’s argument 
that it was economic pricing that justified 
the increase in the first place? 

(Mr Walker.) I am looking at their 
evidence, they said that in looking at 
pricing one of the important aspects was 
economic pricing. The Treasury went on to 
say economic pricing is not a clearly 
defined number, it creates a range of prices. 
That was the basis I set out to the 
Committee earlier of taking into 

consideration a whole range of 
considerations — next year’s costs, the EFL, 
the competitive changes in demand and 
exchange rates. 



277. Can I confirm on a yes or no basis 
that Mr Orson’s answer where he said 
there was no discussion was inaccurate? 

(Mr Walker.) When you say yes or no 
basis 



278. Was either 

(Mr Walker.) If the question is, did 
have a philosophical discussion 



we 

on 



economic pricing in the future, the answer 
is no. If you are asking, did we take into 
account what was considered to be the 
economic pricing elements in the Spring 
and alterations in the following six months, 
yes. 



Chairman 



279. There is one thing that puzzles me, 
Secretary of State. The chairman of tl^ A(M) 
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Electricity Council told the Committee that 
the EFL for 1984-85 of £740 million was 
not consistent with financial targets set in 
March 1983 to cover the following two 
year period. What is the point in having a 
financial target if it can be overridden in 
this wav by the short-term mechanism of 
the EFL? 

fMr Walker.) If you started to use the 
EFL mechanism to go against the principle 
that evolved in financial targets that would 
be wrong. For example, in the financial 
target there was envisaged, as I said, a 
price increase of 1^ per cent below the rate 
of inflation. You set a financial target 
knowing or using the Treasury forecast on 
inflation and production and growth and 
so on. This is an industry with quite a 
dramatic expenditure and a one per cent 
movement in any of these factors brings in 
a great deal of money. It is an industry 
with vast investor programmes and if there 
is a slippage, for example, the slippage we 
have at Sizewell, it makes a considerable 
difference in EFL for that year. It is not 
true to say the spirit of the targets were 
affected by changes in EFL 



Mr Speller 

280. I was going to come back to the 
consumer side and ask the Secretary of 
State whether he sees the value of the 
consumer organisations consisting in their 
looking after individual problems or in 
looking after prices? 

('Mr Walker.) We have built into the 
statutes governing the gas and electricity 
industry, a role for the consumer and they 
are consulted on all price increases and can 
put their view. If they consider the price 
increase is done in an illegal or non 
statutory way, they can protest or go to the 
Secretary of State and voice objections. 

281. I think, uniquely, probably in the 

whole world, our energy prices are lower in 
real terms this year than last year and will 
continue on this basis. This means 
consumer organisations feel they have to 
make an objection, although it is rather a 
statutory objection. I am wondering 
whether it would not be better for them to 
have a different role dealing with 

consumers proper as opposed to having a 
role in pricing where we have heard so 
many other bodies are involved. There are 
too many people discussing pricing and the 
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fMr Walker.) I think the Electricity 
Board and the Gas Corporation are very 
much aware of having a built in statutory 
position for the consumer on prices. As far 
as these changes are concerned, certainly as 
far as the gas consumer council are 
concerned, I think they recognise the 
increases — which are substantially more 
than electricity — require and fit in to what 
the industry needs and requires. I think the 
view on electricity will vary but the 
industrial consumer is delighted with the 
continuation of the basic freeze on tariffs 
and domestic consumers will consider an 
increase of two per cent is not too 
unreasonable. 



Mr Leadbitter 

282. I do not believe in this determining 
of economic pricing, and for what it is 
worth a number of people in the industry 
do not believe in it either. Let us use the 
term only if we place some considerable 
weight upon it. If the original financial 
target for the industry was based on 
economic pricing requirements, how can an 
overshoot on the same financial target as a 
result of a forced price increase also be 
consistent with economic pricing? 

(Mr Walker.) The overshoot of £190 
million that took place this year on the 
financial targets, which neither I nor my 
predecessor intervened on at all, while 
there was a total freeze in prices. This was 
something due to factors which took place 
in the course of the year, including slippage 
of investment, and a lower rate of inflation 
than anticipated. If you have an industry of 
this magnitude you cannot project 
accurately what will happen within a few 
million pounds. What has happened is the 
difference between £9 billion of income and 
£9.060 billion. 



Mr Lofthouse 

283. The Treasury simply decides how 
much money is required and then produces 
this figure for economic pricing? 

fMr Walker.) That is not the case. I 
think if the Treasury were aiming at the 
prospect of hundreds of millions of pounds 
on turnover, they would not have gone for 
minor increases of this sort. I do not think 
this is the case in terms of taxation and 
income for Treasury. Already there is 
D in£Ojne ^Treasury through petroleum tax 
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1 February 1984] Rt Hon Peter Walker MP, [Continued 

Sir Kenneth Couzens and Mr Ivor Manley 



[Mr Lofthouse Contd .] 

l and tax on clothing. If Treasury decides to 
; move into tax, this might be an option that 
some Chancellor takes but I do not think 
what has happened in the last few months 
is a reflection of such a Treasury move. 

Chairman: Thank you very much 

Secretary of State and your colleagues. 



This is a highly convoluted subject with a 
great many complications. We shall do our 
best to get to the bottom of it. We are 
grateful to you and your colleagues for 
helping us. We are also grateful for the 
memorandum you prepared which will be 
of considerable use. 



1 

1 

i 

i 

i 
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APPENDIX 1 

Supplementary Questions to Treasury 

1. (i) The figures given on page 51 of the Electricity Council’s Medium Term Develop- 

ment Plan indicate that in addition to the repayment of £740 million by the 
ESI in 1984-85, the industry is also financing from revenue some £1,400 million 
of capital investment. Taken together, this would imply that some £2,140 million 
of the ESI’s turnover will be devoted to capital investment and debt repayments — 
representing some 23 per cent of the industry’s revenue from consumers. Is this, 
in the Treasury’s view, a reasonable proportion? Are there any comparisons 
in the private sector which could be adduced to justify this state of affairs? 

(ii) At an international level, how does this compare with the financial regime under 
which Electricite de France operates? Para 29 of the joint Treasury/DEn memor- 
andum states, inter alia, that: 

“French electricity prices, particularly to industrial consumers, continue to 
be lower than those in the UK or elsewhere, reflecting the lower generating 
costs of significant nuclear and hydro-electric sources.” 

Would the Treasury deny that the extensive borrowings powers and generous debt write-offs 
offered by the French Government to its electricity supply industry also contribute substan- 
tially to the lower prices enjoyed by French electricity consumers? 

2. Page 7, para 1 of the BGC’s memorandum states: 

“One of the current aims of the Corporation is to remain self-financing because going 
back into borrowing would have an adverse effect on costs and consequently on gas 
prices.” 

Does the T reasury agree with this aim and that a practice which would be unusual in 
private industry in a period of recession should be employed in a nationalised industry? 
Why, in your view, should the industry expect gas consumers to bear the full cost of capital 
investment as well as current costs? 

3. (i) The figures on page 15 of the ESI’s Medium Term Development Plan are based 

on an estimated EFL for 1984-85 of —£350 million. Now that the figure has 
been fixed at —£740 million how quickly does the Treasury expect the industry 
to have repaid fully all its outstanding debt, given that the original estimate 
in the MTDP was 1988-89. By what criteria ( other than considerations of econo- 
mic pricing) does the Treasury determine the rates at which the BGC and the 
ESI repay their historic debts? 

(ii) How will the current financial controls be changed when the debt has been dis- 
charged and will this affect the industries’ liability for Corporation Tax? What 
will be the implications of this for pricing policy? (Could you expand on Mr 
Houston’s comment that the industries are at present liable for Corporation Tax 
“where appropriate”)? 

4. In considering the BGC’s financial target did the Treasury use the same estimate of 
LRMC as Deloitte, Haskins and Sells, which appears to show (see DEn/Treasury memoran- 
dum para 13) that domestic gas prices in 1982-83 were 4.8p/therm below LRMC levels? 
Could you assist the Committee by giving the Treasury’s understanding of from where 
Deloitte &c derived their LRMC figure. [This question covers the point raised by Mr 
Leadbitterl. 

5. (i) How does the Treasury expect the central estimate of LRMC in the ESI to change 

between 1983-84 and 1984-85 and what assumptions underlie these expectations? 

(ii) What will be the relationship between electricity prices and the central estimate 

of LRMC in 1984-85? 

(iii) What is the source of the Treasury’s estimate of LRMC for 1984-85 and does 

it differ from that of the Electricity Council? 

(iv) Did the Treasury decide the appropriate price for electricity according to LRMC 

Printed image d i g iPIfj $ CPsli§ dr! 1984—85? 
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APPENDIX 2 



Supplementary Note from H. M. Treasury 

The Treasury has been asked to provide Supplementary written material on a number of 
points. This note has been prepared in response. The numbering of the points follows the 
letter of 23 January 1984 from the Second Clerk to the Committee. 



1 (i) As Treasury witnesses explained to the Committee, economic pricing normally 

includes provision for the cost of replacing assets and for a satisfactory return 
on capital. The relationship in any year between the revenue generated by such 
prices and the industry’s capital investment and debt-repayment will depend 
largely on whether the investment undertaken in that year is more or less than 
replacement cost depreciation and retained profit. The same is true of private 
sector companies. A company which has an expanding investment programme 
will, other things being equal, tend to meet less of its capital expenditure from 
revenue than one which has not. At present the electricity industry’s investment 
programme is low in relation to its depreciation provision. The White Paper 
“The Nationalised Industries” (Cmnd 7131, paragraph 71) made clear that self 
financing ratios were not considered a suitable basis for financial targets. 

(ii) As the Treasury understand the position, electricity pricing in France is said to 
be based on the principles of economic pricing. Prices based on these principles 
ought not to be affected by the extent of borrowing powers or by debt write-offs, 
although the Treasury understands the French Government’s counter-inflation 
policy has involved electricity price restraint resulting in the accumulation of 
debt by Electricite de France. 



2. TheTreasury would not agree with this aim. As mentioned above, Cmnd 7131 expressly 
rejection self-financing ratios as a basis for financial targets. The Treasury considers that 
prices should be based on the principles of economic pricing. This includes provision for 
the replacement of assets and for a satisfactory return on capital. 

3 (i) The electricity industry is expected to have repaid its long term debt by the late 

1980s. The rate at which the debt is repaid will depend to a large extent on 
the size of the industry’s investment programme in relation to profits generated 
by the industry and the provision for depreciation. 

(ii) The British Gas Corporation (BGC) has already repaid all outstanding debt. As 
a result the BGC is in the position of making loans to other parts of the public 
sector, rather than of borrowing itstelf. Other industries are expected to move 
into a similar position in the coming years. The implications of this for the 
general arrangements for financial control are under consideration in the light 
of the comments in the Twentieth Report of the Public Accounts Committee, 
Session 1979-80 and of the Treasury minute in response to that Report. As 
far as corporation tax is concerned, the industries will pay tax whenever they 
have taxable profits. At present many of the industries do not have such profits 
as they have tax allowances — notably losses being carried forward and capital 
expenditure — which exceed their accounting profits (this is the reason for the 
reference to “where appropriate”). 



4. The figures in question on page 35 and 36 of the report by Deloitte, Haskins and 
Sells (Deloittes) “Efficiency Study — British Gas Corporation”. In addition to showing profits 
in each market based on average costs, they show the relationship between the prices charged 
by the British Gas Corporation (BGC) in 1982-83 and an estimate of BGC’s long run 
marginal costs (LRMC). 



The estimates of LRMC are drawn up on two bases. First, an estimate which makes 
no provision for a return on capital. Second, an estimate which includes a 5 per cent return 
in real terms on capital. It has been made clear in successive White Papers that LRMC 
should include a satisfactory return on capital employed. The Government currently expects 
nationalised industries to achieve a 5 per cent return in real terms on their investment 
programme as a whole. 

The figures on this basis in the Report show BGC’s prices in 1982-83 were below the 
estimates of LRMC in most markets. In the case of domestic tariff sales prices were below 
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As the Report makes clear, part of the information on which these figures were based 
was provided to Deloittes by BGC. As the Treasury understand it, the figures are made 
up of two distinct elements. First, the cost of gas purchased by BGC from suppliers. In 
these estimates, the cost of gas from the Norwegian Frigg field (which can be calculated 
from Overseas Trade Statistics), being a price established in international competition, was 
taken as an estimate of the current market cost of gas. The second element is an estimate 
by BGC of the other costs (both capital and current) incurred by it in supplying this gas 
to its customers. 

The implication of these figures is still being considered. When the Secretary of State 
for Energy announced BGC’s financial target on 19 December 1983, he made clear that 
it might be revised in certain circumstances. 

5. The Treasury view of economic pricing has not changed since the industry’s financial 
target was set. At that time it was envisaged that there would be no price increase in 1 983-84 
and an increase of about 1} percentage points below the rate of inflation in 1984-85. This 
view of the appropriate level of prices was taken in the light of a report by Coopers and 
Lybrand on the bulk supply tariff. The price increase now in prospect for 1984-85 is in 
fact some 3 percentage points below the expected rate of inflation and so lower than that 
envisaged when the target was set. The Treasury considers that electricity prices in 1984-85 
will be within the range indicated by economic pricing. There was no change in 1983-84 
in the Treasury’s assessment of that range. The main reason for industry’s performance 
exceeding its financial target is that the increase in prices paid to the National Coal Board 
is lower than the electricity industry expected. The new level of coal prices does not immedia- 
tely change estimates of economic pricing for electricity. In the past the Central Electricity 
Generating Board (CEGB) has not based the bulk supply tariffs on the full cost of coal. 
This was a reflection of the fact that in the past the prices paid by the CEGB for coal 
have not reflected economic pricing. 



APPENDIX 3 

Note by the Treasury on the rate of interest payable on money deposited with the Government 

by Nationalised industries,* 



Background 

1. Government policy on investment by the nationalised industries of temporary or long 
term surplus funds was set out in the Treasury Minute on the 20th Report of the PAC 
for the 1979-80 session (Cmnd 8125). As is explained in that Minute, there are three circum- 
stances in which an industry may generate a cash surplus (that is, where an industry’s 
internal resources exceed its investment programme requirements) and the method of dealing 
with this will vary in each case. The relevant extract from the Treasury Minute is annexed 
to this note. 

2. The Committee’s interest in the rate of interest payable on funds deposited with the 
Government primarily concerns the first and third of the situations dealt with in that Minute : 
where an industry may, for purely temporary reasons, generate a level of internal resources 
in excess of its investment requirements; and where an industry reaches the position in 
which it is generating a surplus in excess of its investment requirements but with no outstand- 
ing debts to repay (to which ends such surplus would otherwise be directed). In the former 
instance, the industry concerned may or may not have a negative external financing limit 
(EFL). In the latter case a negative EFL will exist. 



Shorter Term Surpluses 

3. Industries are required, in general, to place temporary surplus funds within the public 
sector (eg in Treasury Bills or other Central Government debt, as loans to other public 
sector bodies or on deposit with the National Loans Fund (NLF)). These funds attract 
prevailing rates of interest. Because it was recognised that some industries with seasonal 



* This note was originally submitted to the Treasury and Civil Service Select Committee and 
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surpluses had genuine difficulties in finding sufficient suitable instruments for public sector 
Sending, the NLF, since 3 August 1983, has taken deposits at market related interest rates 
from industries in such a position. The NLF accepts deposits from industries for periods 
between 7 and 275 days at a rate of interest marginally below that offered by the NLF 
on temporary loans to the industries. This is in order to comply with Section 5 of the 
National Loans Act 1968 which requires a rate of interest to be approved which will prevent 
a loss if a loan of similar nature were to be taken out by the Treasury. 

Longer Term Surpluses 

4. At present, the only long term debt free nationalised industry is the British Gas Corpo- 
ration. In 1979, BGC paid off all their outstanding NLF loans and then made four tranches 
of 10 year deposits, totalling £300 million, at market related interest rates (12| per cent 
to 15-f per cent). These are the only medium term deposits currently placed by any nation- 
alised industry with the NLF. In BGC’s case the introduction of the Gas Levy in 1981 
has meant that the industry has no longer been generating substantial surpluses. Powers 
to claw back suplus funds do not exist for all industries. The possibility of obtaining such 
powers in appropriate cases continues to be under review. 

January 1984 



ANNEX 

46. In the Treasury’s view there are three different sets of circumstances in which an 
industry may be generating such a net cash suplus and the method of dealing with the 
surplus will vary in each case. In the first case, an industry may generate a level of internal 
resources in excess of investment requirements for purely temporary reasons. Industries 
are required to place any such investment of temporary surplus funds within the public 
sector so as to reduce the financing requirements of the public sector as a whole. Secondly, 
an industry may generate a surplus in excess of the amount required to finance its investment 
programme, not on a temporary basis but over a period of years. It may, however, have 
a large stock of outstanding debt. In such cases, the Government has agreed negative external 
financing limits with the industries concerned and the surplus has been devoted to debt 
repayment. This procedure has served the dual purpose of protecting the taxpayers’ interest 
and of maintaining a clearly defined financial discipline within the industry has been obliged 
to operate. Thirdly, it is possible that an industry might reach a position in which it was 
generating a surplus well in excess of its investment requirements but no longer had outstand- 
ing debt to repay. In this type of case, the Treasury accept the Committee’s view that 
there is a clear need to consider additional payments to the Exchequer. 



APPENDIX 4 

Supplementary Memorandum from the Electricity Council 

1 While the Committee understands the difficulty of deriving precise LRMC figures, they 
would find it most helpful if you could put in context the statement in your written memorandum 
that ", For the time being the Industry is reasonably satisfied that present prices are equivalent 
to a broadly mid-point view on LRMC under a surplus capacity situation” (para 30) , by 
giving some indication, in pence l kWh, of the highest and lowest points on this range. Could 
you also indicate whether the Council or CEGB were made aware ( in discussions up to March 
1983 ) of either the Treasury or the Department of Energy having calculated a range of LRMC 
prices which significantly differed from that used by the Industry as a basis for setting financial 
targets ? 

The assessment of LRMC in a surplus capacity situation is subject to a number of uncer- 
tainties. However, to try to give some indication to the Committee, assessments the Council 
has made of the range of views on LRMC would put this range at about ±5 to 10 per 
cent around the average price in 1984-85 of about 4.7p/kWh. 

The inference of discussions with the Department of Energy leading up to the setting 
of the Industry’s financial target in March 1983, was that the Department favoured prices 
towards the lower end of the range. We had no indication of the Treasury’s views. 
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2 The latest Medium Term Development Plan (MTDP) estimated that the ESI’s capital 
debt with the treasury would be paid off in 1988 ( even assuming no price increase on 1 April). 
If the price increase on 1 April is implemented, by how much would the liquidation of the 
capital debt be brought forward? 

The Board’s latest estimates, incorporating the recommended tariff increase on 1 April, 
continue to show that the ESI’s “net borrowing” will be paid off in 1988-89. Some loans 
may still be outstanding but they will be more than offset by investments. The cash flow 
in 1 984—85 from the recommended tariff increase (60 million) represents only \\ per cent 
of the present outstanding debt of £4 billion, and only varies the repayment date by a 
few weeks. A more significant factor in determining the date at which we repay our “net 
borrowing” is the financial target for the years following 1984-85, which has yet to be 
established. 



3 The repayment by the ESI of £740 million in 1984-85 is in addition to the ESI entirely 
financing from revenue some £1 ,400 million of capital investment. What is the economic logic 
in raising £2,140 million in this way from current revenue when it has been claimed that 
the already high price of electricity has (a) reduced demand and left the Industry with consider- 
able surplus capacity extending many years into the future, (b) has made electricity-intensive 
industrial processes less competitive internationally, and (c) has contributed to the large number 
of people who cannot pay their electricity bills? 

The EFL repayments reduce the amount of the borrowings from the National Loan 
Fund and from overseas lenders which the Industry has built up since nationalisation. As 
is demonstrated in paragraph 7 of the joint memorandum, changes in external financing 
requirements involve consideration of cash movements on both revenue and capital accounts. 

The main reasons why the Industry is able to make a substantial EFL repayment in 
addition to financing capital investment from internal resources are as follows : 

(u) because of surplus capacity, capital investment is at a very low level in real terms 
compared with previous years and is exceeded by the Industry’s depreciation provi- 
sions. These provisions will eventually be required when existing plant needs to be 
replaced. The present surplus of depreciation over capital investment contributes to 
the repayment of borrowings ; 

(b) the Industry needs to recover in the price of electricity the costs of reprocessing initial 
charges of nuclear fuel and of the eventual decommissioning of nuclear stations. These 
costs will not actually be incurred for many years but in the meantime the Industry 
is making appropriate provisions for them. Until the costs are incurred, these provi- 
sions are used to repay borrowing ; 

(c) the Industry earns a profit after interest and this profit is used to repay borrowing. 

It follows from this explanation that in the future the Industry will need to reborrow 
much of the amounts by which it is at present able to reduce its indebtedness. 

A highly simplified illustration of the position would be to consider a company with 
one plant which lasts for 20 years. In 19 of those years it would have a positive cash 
flow (ie in our terms a negative EFL) because it would be making provisions for depreciation 
but would not be incurring capital expenditure. In the 20th year it would have a substantial 
negative cash flow (in our terms a positive EFL) resulting from the need to replace its 
plant. 



4 In making international comparisons it is often claimed that electricity is cheaper in France 
because of the large French nuclear programme. Would you deny that the difference in prices 
could very largely be attributed to the different financial regimes between the two countries — in 
France, extensive borrowing powers and generous debt write-offs; in Britain large negative 
EFL’s and total self-financing of investment? 

EdF claim that their low prices are the result of their relatively large proportion of hydro 
power and their large nuclear programme and that their prices reflect their LRMC. Their 
capital investment is more than twice as great as the ESI’s in England and Wales; with 
a similar level of capital investment our EFL would be substantially positive. Clearly, electri- 
city prices in France would be higher were it not for financial assistance from the French 
Government. 
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5 What EFL ( within the margins of error that Mr Jones in his evidence made clear 
existed) would the Industry consider to be consistent with its current financial target ? 

On the basis of simply meeting the financial target, the Industry would have been confident 
of achieving an EFL repayment of £380 million in 1984-85. 

6 Have there been any occasions in the past in which an overshoot of the EFL by the 
Industry in one year has been carried forward into the next to reduce the subsequent year's 
total cash requirement ? 

As stated in paragraph 25 of the Joint Memorandum, the Secretary of State has confirmed 
that Treasury rules do not permit a surplus over the EFL achieved in one year to be carried 
forward towards the achievement of the EFL in the following year. 

7 While appreciating the problems inherent in calculating a figure, the Committee would 
be grateful for an approximate answer, by basing the calculations on the same factors which 
give a 'reasonable expectation’ of meeting the EFL without any price increase, to the question 
what would be the reasonable ‘ expectation ' of the total outturn for the EFL for the next 
financial year, assuming that the Area Boards accept the recommended 2 per cent increase? 

As explained in the course of oral evidence, uncertainty remains regarding such factors 
as the actual level of input costs in 1984—85, actual electricity sales, movements in fuel 
stocks, etc, all of which will affect the outturn EFL. The questions can only be answered 
in terms of degrees of subjective confidence. 

If basic tariffs in 1984-85 remained unchanged on average, the Industry would be confident 
ol achieving an EFL repayment of £530 million. As explained in oral evidence, the Industry 
could not have been as confident of meeting the higher EFL repayment of £740 million. 

II Area Boards accept the recommendation to increase quarterly tariffs by 2 per cent, 
this should improve the Industry’s EFL position by about £60 million. This would increase 
the Industry’s confidence of being able to meet an EFL rapayment of £740 million. 

31 January 1984 



APPENDIX 5 

Letter from the Secretary of the Electricity Council to the Clerk of the Committee 

In reply to your recent letter seeking clarification of some points arising from the Secretary 
of State’s evidence given on 1 February 1 984, the Council submits the following information : 

i Can the Council confirm that, when it agreed the financial target in March 1983, it accepted 
that this implied a 5 j per cent increase in prices for 1984-85 ? 

When the financial targets were agreed in March 1983, the Industry’s financial estimates 
were as follows : 



1983-84 1984-85 

Assumed inflation rate 

CCA return on assets 

EFR ... ... 

Average tariff increase (inc. fpa) 

* Later amended to EFL of (— ) £41 8m 

The Electricity Council’s estimates were the best that could be made at the time. But 
they could be and were intended to be no more than indications of the possible outcome. 
Tariff estimates beyond the immediate year ahead are bound to be uncertain, since they 
depend on factors such as the levels of sales, costs and inflation, which cannot accurately 
be predicted in advance. 

ii Can the Council further confirm that the most recent estimate communicated to the DEn 
was that, in the light of the Industry’s improved current and prospective position on costs, 
a price increase of 0 per cent in 1984-85 and of 3 per cent in 1985-86 would be consistent 
with the financial target ( assuming the financial target was continued at its present figure 
in 1985-86)? 
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As stated in paragraph 18 of the Electricty Council/CEGB Joint Memorandum, the In- 
dustry’s financial estimates available during September 1983, showed that strict observance 
of the financial target would permit a small reduction in the average level of tariffs in 
1984-85. This prospect was discussed by the Council at its October meeting which considered 
that it would be more suitable to leave the average level of prices in 1984-85 unchanged, 
even though this would result in an overachievement of the two-year financial targets. This 
conclusion was communicated to the Secretary of State on 21 October. In the course of 
discussions with Department of Energy officials during the period 25-27 October, it was 
indicated that on this basis for tariffs, the Industry would be confident of achieving an 
EFL repayment of £530 million in 1984-85. It was also indicated that if the financial targets 
were to continue at their present level during 1985-86, the estimate for average tariff increases 
in that year would be 3 per cent. 

iii In his evidence to the Committee, the Chairman of the Council stated that no discussion 
had taken place with the Government on economic pricing since the setting of the financial 
target in March 1983. This statement appears to have been contradicted by Mr Walker in 
his oral evidence ; would the Council care to comment ? 

The Council has nothing to add to the evidence it has given to the Committee. 

iv Could the Council comment on Mr Walker’s statement that without a 2 per cent price 
increase on 1 April 1984, “the Industry might be taking too much of a financial risk’’? 

Paragraph 25 of the Joint Memorandum confirms that the Government’s view was that 
without a 2 per cent increase in domestic tariffs on 1 April 1984 the Industry would be 
running too great a risk regarding the EFL fixed for 1984 — 85. The Council’s view on this 
is set out in Answer 7 attached to my letter of 31 January. 

You also ask for Council’s response to part of a supplementary note by the Treasury concern- 
ing the position of current electricity prices within the LRMC range, with particular reference 
to the question of coal prices. 

As regards the views expressed by the Treasury in paragraph 5 of their supplementary 
note, the Council’s assessments of the range of views on LRMC contained in Answer 1 
attached to my letter of 31 January make clear that tariffs remain within the range whether 
or not there is a 2 per cent increase in quarterly tariffs. Judgement needs to be exercised 
regarding the long run marginal cost of NCB coal, how this relates to present NCB prices 
and how UK coal prices should relate to international market prices. However, the Council 
does not consider that assessment of LRMC remain unaffected by actual experience of 
input costs or by the Industry’s achievements in improving efficiency. 

13 February 1984 



APPENDIX 6 

Supplementary Memorandum submitted by the British Gas Corporation 

1 As the Corporation originally considered a price rise in October 1983, what did the Corpo- 
ration then anticipate would be the size and timing of subsequent price increases had the October 
increase been implemented? 

At the time the Corporation originally considered a tariff increase in October 1983 it 
was expected that subsequent increases would be at or about the rate of inflation with 
a further increase in October 1984. British Gas still expects to put tariff prices up no more 
frequently than annually, so that customers have received the benefit from the three month 
postponement from October 1983 to January 1984. The postponement applies not only 
to tariffs but also to contract customers who will not now be paying an increase in January 
1984 as previously expected; moderate quarterly increases will begin again in April 1984. 

2 On page 11 of your memorandum you say : — 

" Given the financial framework agreed with the Government the Corporation would expect 
both domestic and industrial gas price increases over the next two to three years to be close 
to the general level of inflation”. Is this based on assumptions about the future level of inflation 
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The Corporation’s finances are affected by many factors including movements in oil prices, 
exchange rates, general inflation, and the level of economic activity. Account has also to 
be taken of the financial framework including the effect of improvements in efficiency on 
the industry’s costs. In addition, the Corporation tries to ensure that any price changes 
follow a reasonably smooth path. 

Thus different assumptions about each significant factor lead to different outcomes in 
terms of profit and cash flow. However the statement that “the Corporation would expect 
both domestic and industrial gas price increases over the next two to three years to be 
close to the general level of inflation” is seen as reasonably robust in the light of a range 
of assumptions. 



3 What is the status of the estimates of LRMC contained in the report on BGC by Debit te, 
Haskins & Sells — did they prepare these estimates themselves or are they estimates prepared 
by BGC ? Were these estimates used in defining the range of LRMC used in calculating the 
recent price increases referred to on page 16 of your memorandum ? What, expressed as pence- 
per-therm, are the lowest and highest points of this range ? 

With respect to the first part of the question, the responsibility for the LRMC estimates 
m the Deloitte’s Report rests with Deloitte’s. They decided to take the cost of Norwegian 
Frigg as the marginal cost of the gas. For the non-gas costs they sought information from 
British Gas. The Corporation explained the methods by which marginal cost estimates could 
be made, the many difficulties of interpretation and the uncertainties attaching to estimates. 
The way in which figures were used in their Report and the conclusions drawn from them 
were decided by Deloitte’s. For example, as is made clear in para 3.25 of their Report, 
they chose to regard the marginal cost of supply to the domestic market as the cost of 
supplying new customers, who account for only about half the growth of domestic sales. 
Again, they chose to include a table where the figures incorporated profit, in the form 
of a 5 per cent return on capital. 

The Deloitte’s figures relate to the year 1982-3 and they therefore require updating, to 
take account of such factors as inflation and exchange rates and of changes in the circumst- 
ances of our business. Our own latest estimates suggest that, after such updating and includ- 
ing the cost of additional sales to existing domestic customers as well as sales to new cus- 
tomers, then our marginal costs in total over all markets are more than covered by to-day’s 
prices. If the convention of including a 5 per cent return on capital in the cost base is 
followed, then the overall shortfall is estimated at about lp per therm. 

Interpretation of these figures needs to take the following factors into account. 

(i) The cost of gas included is the cost of Norwegian Frigg, our most expensive supply 
at about 7p above our average purchase cost of all gas, including the levy, and 
we expect that many of our future sources will cost less than this ; 

(ii) the assessment of marginal on-shore costs, ie distinguishing between fixed costs and 
those which vary with the level of output and estimating the cost of new capacity, 
is extremely difficult. The revenue costs built in to the Deloitte’s figures are based 
on a conservative view of the level of costs which are variable and it should be 
pointed out that the assumption has been made that there is no spare capacity in 
any part of our system ; 

(iii) apportionment of costs between markets is particularly difficult and based on many 
subjective assessments, and this is even more so in respect of capital assets. The 
analysis in terms of profitability as between markets must therefore be treated with 
great caution, and the main attention should focus on the overall results. 

Turning now to the question of the range within which LRMC estimates may be expected 
to fall, it has been explained above that, as a result of the choice of a high priced source 
of gas, the inclusion of capital costs on the assumption of full capacity working and the 
choice of a conservative estimate of marginal revenue cqsts, the Deloitte’s LRMC figures 
are in our view towards the higher end of the range. We consider, although this is inevitably 
very much a matter of judgement, that a reasonable figure to use towards the lower end 
of the range would be about 15 per cent less. This gives a range in 1983-84 prices of 
31p to 36p a therm including supplies to existing customers and a 5 per cent return on 
capital. As is indicated in our written answer 3(ii) this range encompasses the present average 
level of prices. 

The Committee’s question also asks whether “these estimates be the Deloitte’s estimates] 




122 



APPENDICES TO THE MINUTES OF EVIDENCE TAKEN BEFORE 



As described above, the Deloittes figures (updated) are in our view towards the upper end 
of the range. As explained in detail in our answer to written question 3(i), we do not 
calculate our prices from LRMC estimates, but take account of LRMC estimates as one 
of a number of factors which are relevant in determining pricing policy. 

4 Given the scepticism you have expressed concerning LRMC pricing principles, would you 
therefore describe it as pure coincidence that the January tariff increases brought gas prices 
into line with the LRMC suggested by D, H&S in their report (vide DEn memorandum, 
para 13). 

The main factor which has brought gas prices within the range of LRMC estimates has 
been the three 10 per cent real increases in domestic prices in October 1980, October 1981 
and October 1982, the full effect of which is to be seen in the 1983-84 price levels. As 
explained in our written answer 5(iii) the size and timing of the latest increase in tariffs 
was determined by the financial needs of the industry, in the light of the upward trend 
in the cost of gas from the North Sea and of general inflation. 

5 With regard to your Performance Objective, your net trading costs fell 0.44p/therm in 
one year between 1982-83 and 1983-84 ( table on p 21 of memorandum ) . However, over the 
next three years you are only required to reduce it by a further 0.82pj therm. Comparatively 
this does not appear to be a tough objective. Would you care to comment on this? 

The performance objective, as agreed with Government is intended to cover a four year 
period ; the fact that a significant part of the target reductions are expected to take place 
in one particular year does not mean that the objective itself is not a tough one to achieve. 
It often takes time and investment before improvements pay off in terms of cost savings, 
so that it is not always possible to expect cost reductions to be spread evenly year by 
year throughout the target period. Furthermore, reductions in costs are themselves subject 
to the law of diminishing returns. 

It may be noted that in the two years to 1982-83 the Corporation achieved the target 
reduction in unit trading costs of 5 per cent (actual achievement 5.1 per cent). The target 
reduction of 12 per cent for the four years to 1 986-87 represents a more demanding objective 
and if achieved will result in an overall reduction in unit trading costs over the six years 
of some 17 per cent in real terms — a very substantial improvement. 

6 What are the forecasts of gas sales by volume and by sector for the next two years? 
If your investment programme is aimed at producing a surplus of supplies what margin is 
assumed in the forecast? 

The following table shows estimates of gas sales in each market for last year, the current 
year and forecasts for the two following years : 

Annual Gas sales at average temperatures — million therms 



Financial Years 

Domestic 

Commercial 

Industrial 


1982-83 

8,600 

2,250 

5,600 


1983-84 

9,100 

2,350 

5,650 


1984-85 

9,400 

2,500 

5,800 


1985-86 

9,700 

2,600 

6,100 


Total 


16,450 


17,100 


17,700 


18,400 



bales are forecast to grow in all markets, most rapidly in the commercial sector, as the 
economy recovers. 

The two major elements in British Gas’s investment programme, the Morecambe and 
Rough projects, are directed towards producing additional peak supplies, rather than addi- 
tions to year-round supplies. Gas demand is strongly influenced by the weather — demand 
on a very cold winter day could be five times what it is on a hot summer day. Investment 
in the gas supply system is therefore based, not on meeting average demand over the whole 
year nor on meeting demand on an average winter day, but on meeting still more stringent 
requirements, which are specified so as to minimise the risk of customers being left without 
a gas supply in a severe winter. The investment programme is not aimed at producing 
a surplus but instead at just meeting the specified severe winter conditions, after taking 
into account the uncertainties involved in forecasting future supply and demand. This in- 
volves a calculation of the probabilities of severe weather occurring and, of course, an 
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In considering new peak supplies, British Gas is able to minimise investment costs by 
making use of its integrated transmission system to take account of different weather patterns 
in various parts of the country. Recent experience in January 1984 with considerable varia- 
tions in weather between very cold conditions in the north and relatively mild conditions 
in the south, is a good example of this regional diversity. An integrated system gives the 
Corporation the ability to move gas with ease between areas of the country experiencing 
different weather and hence different demand levels. 

7 How much money is it anticipated will be raised by the 4.3 per cent tariff increase from 
January 1984 in the next full financial year? 

The full year effect of the January tariff increase in 1984-85 will be an increase in the 
industry’s cash flow of £190 million. 

2 February 1984 



APPENDIX 7 

Supplementary Memorandum from the Department of Energy 

1 (i) What level and timing for a price increase did Department of Energy see as appro- 

priate for 1984 when the Treasury first informed them that the EFL for 1984-85 
had been set at -£740 million? 

(ii) When the Treasury announced the EFL for 1984-85 what price increase did they 
then see as being necessary to maintain electricity at an economic price, given the 
clear evidence that they envisaged an increase larger than 2 per cent. 

EFLs are set as a result of a collective Ministerial decision following discussions with 
the industries. 

There is a close relationship between prices and EFLs, but external financing requirements 
are also greatly affected by a large number of other variable factors. When the decision 
was taken to set an EFL of —£740 million for the esi, the Government suggested that 
a price increase of 3 per cent from April might be needed to ensure its achievement. After 
further discussions with the industry, the Government concluded that achievement of the 
EFL could reasonably be assured if domestic prices were to increase by around 2 per cent 
while industrial prices remained static rather than any rise dictated by fuel price adjustment 
clauses. 

2 What is the maximum price, in pence /kWh, which the Department of Energy would con- 
sider it possible to argue lay within "the range of LRMC’’? Conversely, what is the lowest 
possible price that could be charged while still allowing the Department to claim that it was 
within this range? 

It is not possible to put precise limits on the range of reasonable estimates of LRMC. 
For example, views differ on the best way of reflecting overheads, capacity costs, and fuel 
costs within LRMC. The industry has indicated that it views current prices as corresponding 
broadly to a mid-point view of LRMC and that estimates might vary by 5-10 per cent 
either side of this. 

The Department’s earlier evidence records its view that, following the decline in real 
prices scheduled for 1984-85, there are good prospects for a further increase below the 
rate of inflation in 1985-86, consistent with the Government estimates of LRMC. The 
Department agrees with the industry and the Treasury that movements in real prices have 
been in the direction indicated by LRMC. 

3 On what date was the Department of Energy first informed of the EFL for the ESI 
for 1984-85? What opportunity was the Department given to comment on this figure prior 
to 17 November 1983? Was the figure finally announced in the House exactly the same as 
that given by the Treasury to the Department at the commencement of negotiations on the 
annual public expenditure survey? If not, in what way does it differ from the figure originally 
proposed? 

The EFL for the electricity supply industry was decided collectively by Ministers shortly 
before it was announced on 17 November. This decision marked the completion of a process 

of evaluation of the industry’s prospects which began in the Spring and which involved 
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the industry, the Department of Energy and Treasury. At the start of this process the industry 
proposed a substantially lower EFL (—£350 million) and substantially higher price increases 
than have since emerged. The transition from these initial proposals to the eventual EFL 
involved a number of reassessments and extensive discussions about the final figure before 
it was announced. Major changes in the Treasury forecasts on inflation and industrial pro- 
duction made a significant difference during this period, as did the slippage in a number 
of investment projects. These factors were known to the industry and the Government. 

10 February 1984 



(i) Letter from the Clerk of the Committee to the Director of the NGCC 

There is one point on which the Committee would be grateful for information. In his 
evidence, Sir Denis Rooke said, “The one thing I think you really ought to know is that 
that particular tariff [ie from 1.1.84] has been accepted by the National Gas Consumers’ 
Council. We did consult them and they are in agreement” (Q162) Could you confirm this 
and add any comments you might have. 

9 February 1984 

(ii) Reply from the Director of the NGCC 

Thank you for your letter of 9 February. I am grateful for the opportunity to enlarge 
on the statement in Sir Denis Rooke’s evidence to the Select Committee which refers to 
consultation with the National Gas Consumers’ Council about the gas tariff increase imple- 
mented on 1 January 1984. 

The statement, as it stands, is correct, but I think it would be helpful, in order to get 
into perspective this Council’s decision not to oppose the January increase, if I outlined 
our involvement in consultations about gas tariffs last Autumn. 

The first public reference to a prospective tariff rise was made in July 1983 when Sir 
Denis, at the press conference covering the publication of the British Gas Corporation’s 
accounts announced his intention to seek a price increase in October. As we made plain 
in our evidence, we strenuously opposed this proposal, not least because we felt that the 
size of profit declared was such that a price rise at that time was unacceptable. We had 
previously (from early May 3983) been hearing from BGC the background to an October 
increase. 

We recognised however that the purchase price of gas was rising sharply and there was 
no firm evidence available to suggest any change in that upward trend in the foreseeable 
future. Against that background we believed that holding down the selling price artificially 
to the consumer, while basic raw material costs were rising, would simply store up future 
trouble both for the Corporation and its consumers. 

Our firm view has been that, if tariffs do have to go up, a steady gradual rise is preferable 
to stepped increases consisting of periods of standstill followed by sudden leaps. We, there- 
fore, considered what would be a reasonable level of increase sufficient to meet the needs 
of the industry (insofar as we are able to assess these on the basis of the information 
available to us) and to secure future supplies. We strongly opposed, and fought vigorously 
against the suggestion that the tariff should rise higher than the commercial needs of the 
British Gas Corporation required in order to provide a convenient source of additional 
revenue to the government. The risk that this might happen appeared strong when rumours 
of a 7 or 8 per cent increase were widely circulated in most media and among MPs during 
October and November. As a consequence the thrust of our representations at that time 
was aimed at persuading government not to intervene in the setting of gas prices. 

So tar as the level of tariff increase was concerned we argued strongly that the overall 
rise should be less than the rate of inflation, that there should be no increase in the Standing 
Charge, and that there should be no further increase in 1984. In the event this is what 
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You can see from the foregoing that Sir Denis’ statement, with its suggestion (uninten- 
i tional, no doubt), of passive acquiescence on our part does not do justice to the extent 
and strength of our representations on the recent gas tariff increase. We fought hard to 
keep it as low as possible given the factor of rising raw material costs. 

' Yours sincerely, 

JOHN HOSKER 
Director 

13 February 1984 



APPENDIX 9 

Correspondence between the Clerks of the Committee and the Secretary of the Electricity 
Supply Industry Employees National Committee. 

(i) Letter from the Secretary of ESIENC 

I am writing on behalf of the industry’s trade unions who would like the opportunity 
to give our views to the Select Committee in its review of electricity supply tariffs. 

We would like to have the opportunity of putting them directly to the Committee if 
possible before the Committee examines the Secretary of State for Energy on this question. 

I shall be grateful to have your early response. 

Yours sincerely, 

JOHN LYONS 

22 December, 1 983 



(ii) Letter from the Second Clerk to the Committee 

Thank you for your enquiry about the Committee’s investigation of Electricity and Gas 
Prices in the light of the Chancellor’s Autumn Statement. At present the provisional pro- 
gramme of evidence sessions is: — 

4.30 pm Thursday 19 January — Treasury officials 

4.30 pm Wednesday 25 January — CEGB/Electricity Council 

4.30 pm Thursday 26 January — British Gas Corporation 

4.30 pm Wednesday 1 February — Secretary of State for Energy 

As you will see from the programme, the enquiry is designed to be a very short one, 
and it seems unlikely that the Committee would be able to arrange to take oral evidence 
from your organisation within the proposed timetable. We would be happy to receive a 
written memorandum from you should you wish to submit one, but the Committee will 
not be able to consider your request till after 16 January. 

The enquiry will be primarily to consider the implications of the present debate for rela- 
tions between Government and the Nationalised Energy Industries; and these questions 
could form the basis of your written submission : 

(a) what conflicts of objectives does the present framework of financial and performance 
controls imply for the sound management of the electricity industry? 

(b) what does your organisation see as the long-term implications of these conflicts ; if 
any exist, and how would you like to see them resolved ? 

Would you wish to see the government in the future taking a larger or smaller part 
in determining prices, and what principles would you wish to see applied to the setting 
of energy prices? 

The Committee would be very grateful if your memorandum could be supplied by 16 
January. 



Printe 
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(iii) Reply from the Secretary of ESIENC 

Thank you for your letter of 3 January. We are naturally disappointed that the Committee 
is unlikely to take oral evidence from us. I have consulted my colleagues and they think 
that in the circumstances, particularly given the very short timetable, the submission of 
a memorandum is not a satisfactory alternative. 

I will confine myself, therefore, to making two comments very briefly, which I hope 
you will draw to your Committee’s attention. 

The first is that the arbitrary intervention of Governments in the running of a major 
industry such as electricity supply is almost invariably harmful to the work of the industry 
and to the efficiency with which it can perform its tasks. The industry’s trade unions have 
consistently taken this view with successive Governments. 

In this connection the record of the present Government is as bad as any previous Govern- 
ment in our experience. We are strongly opposed to it seeking to interfere in the industry’s 
tariff decisions, as it has done recently. We are also strongly opposed to the industry being 
used as a disguised source of taxation which is how we, among others, characterise recent 
Government actions in respect of the industry’s tariffs. 

Your Committee may like to note the Government’s attitude towards the industry as 
expressed in the guidelines laid down for the Chairman of the Electricity Council by the 
Secretary of State for Energy. These were published in Hansard on 27 July 1983. We would 
draw your Committee’s attention to the last of these objectives which allows the Government 
at any time to vaiy any of the objectives or to introduce policies which vary from them 
or even conflict with them. These are attached (Annex 1). 

Second, we would like to draw your Committee’s attention to recent Government state- 
ments indicating a developing intention to de-nationalise the industry in whole or in part. 
We would draw your Committee’s attention in the first place to the speech by Mr. John 
Moore, Financial Secretary to the Treasury on 1 November last in which the Government’s 
intentions were for the first time revealed. (At Annex 2 I reproduce a key passage from 
that speech.) 

The Government’s pressure on the industry to raise its tariffs against the industry’s wishes 
seems in part to be related to the recently revealed desire to prepare the industry for future 
de-nationalisation. We would refer here to the Prime Minister’s reply to a question in the 
House of Commons on 15 November 1983. (This is reproduced at Annex 3.) It brings 
out that in the Prime Minister’s mind there is a need to raise tariffs artificially in order 
to raise the rate of return on the industry’s assets so as to make them more attractive 
to private investors. 

What the right rate of return on the industry’s assets should be is a big question. It 
can be argued that it should be higher than it is. It can also be argued that since the 
industry is a public utility the rate of return should be kept lower than would be normal 
in an organisation simply trading for profit. We do know that the present Chancellor of 
the Exchequer, when Secretary of State for Energy, reduced the rate of return required 
by the industry because of his concern, at the time, not to raise tariffs unduly. 

What is certain is that if the Government wishes to raise the rate of return required 
of the industry in order to prepare it for de-nationalisation, then tariffs will have to be 
raised significantly higher than would otherwise be required with very considerable implica- 
tions in a number of different directions. We would ask the Committee to take this new 
dimension on policy into account in its current deliberations. 

Finally, I attach at Annex 4 extracts of recent statements made by the Earl of Avon, 
Parliamentary Under-Secretary of State, responsible for electricity, in the Plouse of Lords 
on 8 December 1983. 

Yours sincerely, 

JOHN LYONS 

16 January 1984 
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ANNEX 1 

Written Answers — Hansard 27.7.83 

Chairman’s Objectives 



Nationalised Industries (Objectives) 

Mr Squire asked the Secretary of State for Energy if he has any further statement to 
make about objectives for any of the industries for which he is responsible. 

Mr Peter Walker: I have settled objectives for the Electricity Council with Mr Philip 
Jones, who became chairman on 1 April 1983, in the following terms. 

“This letter sets out the objectives which the Government wish you to pursue as Chairman 
of the Electricity Council. The objectives elaborate the responsibilities and obligations placed 
by Statute on the Electricity Council, and in particular the duty to promote and assist 
the maintenance and development by Electricity Boards in England and Wales of an efficient, 
co-ordinated and economical system of electricity supply. 

1. Your prime objective must be by all practicable means to promote and encourage 
maximum efficiency throughout the industry including sustained and detailed attention to 
cost control by the various Boards in England and Wales through all aspects of their activi- 
ties. In this context : 

(a) You should encourage Boards to set challenging cost control and efficiency targets 
wherever practicable, and monitor them carefully; 

( b ) You should advise me on the setting of financial and performance targets for the 
electricity supply industry in England and Wales and for each Board individually; 
you should keep me informed on progress towards their achievement; 

(c) A wide range of performance indicators should be developed and published. 

2. It must also be your objective to increase the scope for competition in electricity supply. 
In consultation with individual Boards as necessary, you should review the prospects for 
the injection of private risk capital into areas of the industry’s operations and make positive 
recommendations to me wherever possible. You should encourage the Boards to develop 
co-operation with private generators of electricity, within the framework laid down in the 
Energy Act 1983, and ensure that effective commercial and technical arrangements exist 
to take full economic advantage of their potential contribution to supply. I would like 
you to take a special interest in this area. You should also encourage the Boards to adopt 
and support schemes for the combined production of heat and power in accordance with 
the provisions in the Energy Act. 

3. I shall require Boards to set out their capital investment proposals comprehensively 
for my approval, giving an account of the strategic framework against which they have 
been developed. I shall also require them to continue to pay close attention to the methodo- 
logy used in capital investment appraisal. 

In advising me on these proposals it should be your objective to promote the production 
and distribution of electricity at the lowest possible cost consistent with maintaining adequate 
standards eg of security of supply. 

4. Each year, prior to submission to the Department of the Board’s Capital Investment 
Memorandum and the Investment and Financing Review, the Electricity Council should 
prepare a strategic plan for the industry which will be reviewed with Government. This 
plan should set out up to date financial and sales forecasts, and the strategic options and 
issues facing the industry as well as the industry’s preferred planning objectives. I shall 
require the Board’s detailed plans for the efficient operation and cost reducing investment 
to be developed within this framework. The Board’s plans should also take full account 
of the objectives agreed with Government as well as the financial and performance targets 
agreed and the industry’s external financial limits. Bearing in mind the requirements of 
S.8(5) of the Electricity Act 1957, you should ensure regular, timely and effective information 
flows from the Boards to assist the Government and the Electricity Council to monitor 
performance in relation to those objectives, targets and limits. 

5. You should, in consultation with the Boards, and as appropriate with Government, 
develop and promote a framework of electricity pricing principles, within which the Boards 
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set their prices so as to reflect the costs at the margin of meeting demands on a continuing 
basis, and so as to be consistent with the financial framework set by Government. 

6. Subject to objective 2 above, you should seek to ensure that both the contracting 
and sales of appliance activities of the Area Boards are carried out effectively and economi- 
cally so as to yield a proper return on the assets employed. 

7. Subject of course to European Community and other international obligations, you 
should encourage the Boards to assist UK manufacturing industry to secure orders in export 
markets, in particular through the provision of support services through British Electricity 
International. 

8. You should ensure that the industry remains sensitive to the impact of its policies 
and prices on consumers, and that these are properly presented to the industry’s consumer 
representative bodies and to the public at large. 

9. You should seek by all practicable means to promote close working relationships within 
the industry. In this connection, I draw attention to David Howell’s statement of July 
1980 which I attach. 

10. Finally, I should make clear that the Government may wish to give further guidance 
to you at a later date or to impose constraints from time to time, for wider reasons, on 
your ability to achieve one or other of these objectives.” 



ANNEX 2 

Extract from the speech of Mr John Moore, MP, Financial Secretary to the Treasury, 

dated 1 November, 1983 

“Because of the integrated nature of the networks, it may make economic and business 
sense at the present time to organise regional and national monopolies to carry out the 
transmission and distribution of water, gas and electricity, to provide local district telephone 
services, and to carry away sewerage. On activities such as electricity generation, and the 
production and marketing of gas, coal production sale, telecommunications (other than 
local district services) plus transport, sewerage treatment and disposal are in no sense natural 
monopolies. The monopolies in these areas were created (not natural) and it is by no means 
self evident that they are necessary or even beneficial.” 



ANNEX 3 

The Prime Minister's Statement in the House of Commons on 15 November 1983 

Replying to a Question by Mr Winterton who was complaining about the then proposed 
increases in electricity tariffs next year, the Prime Minister said : 

“Our policy is to set energy prices that relate to the trends and costs, and the costs 
of investment, in the industries concerned. With regard to electricity, the return on 
capital— the ‘huge profits’ as my lion. Friend called them- -is 1.5 per cent. I doubt 
whether many people would like to invest their savings for a return of 1.5 per cent 
when the expected return on new investment is 5 per cent.” 



ANNEX 4 

From the statement by the Earl of Avon, Parliamentary Under-Secretary of State, 
Department of Energy, in the House of Lords on 8 December 1983: 

“I indeed recognise that concern has arisen over the possibility of increases in gas 
and electricity prices, and I hope now to be able to assist. Last month, the Government 
announced the external financing limits for the gas and electricity industries for next 
year, and many commentators have interpreted this as a decision on gas and electricity 
prices. In fact, this is not the case: prices are determined by the industries concerned, 
and the Government have neither the power nor the wish to impose price changes 
on the industries. I understand that the industries have taken no final decisions on 
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prices for next year. But I can say that present indications are that, if any increases 
are announced by the industries in the normal way after consultation with their con- 
sumer councils, they should be below the rate of inflation. 



“The other half of this success story belongs to the electricity industry itself, and I 
pay tribute to it. We have been accused of knocking the nationalised industries. I 
do not do so. I believe that this industry is doing a good job. It has been successful 
in containing its costs. This year it has been enabled both to reduce its prices in real 
terms and to over-achieve the profit target agreed with the Government over the past 
three years. The industry is meeting its performance aim. It is able to reduce its controll- 
able cost. It is doing so by improving thermal efficiency at power stations, by improving 
the efficiency of the transmission and distribution system and by reducing manpower 
and raising productivity. 

Efficiency is a long haul and the industry has further to go, but I believe that the 
management deserve credit for the success they have achieved and for the efforts they 
are making. I hope noble Lords will join me in giving credit to them for this 
achievement.” 



APPENDIX 10 

Extract from Memorandum from the Confederation of British Industry 

1. The CBI would like to take the opportunity of this present inquiry to briefly re-state 
its views on energy pricing and international comparisons. Competitive energy pricing has 
always been a key element in the CBI’s overall consideration of energy policy. However, 
the issue came to the fore two to three years ago following mounting evidence of considerable 
price disadvantages for certain UK industrial energy consumers as compared with their 
continental competitors. Accordingly the CBI gave evidence to the Select Committee’s 1980 
Inquiry into Industrial Energy Pricing Policy identifying the extent of the price differentials 
at that time. 

2. Following the concerted campaign carried out by the CBI and the respective sectoral 
organisations, plus the actions of the various energy supply industries, there have been 
certain improvements in the UK’s competitive position. The position on the respective fuels 
can be described as follows: 

Gas 

UK firm gas prices now lie within the general range of prices prevailing on the continent 
and interruptible prices are on average some 10 per cent below continental levels. 

Electricity 

For the generality of electricity consumers, UK prices remain competitive with continen- 
tal levels. The problem area is a small, but nonetheless important, number of high 
load and/or high load factor users. The plight of these users has figured largely in 
the CBI’s representations and despite the introduction of improved load management 
terms some of these users face severe competitive problems because of the level of 
UK electricity prices. 

Fuel oil 

UK heavy fuel oil prices remain higher than in most major EEC countries mainly 
because of the higher rate of duty levied in the UK. 

The CBFs latest European Industrial Energy Price Report is in the final stage of preparation 
and extracts of the relevant tables are enclosed with this memorandum. 

3. It is against this background that the CBI has maintained its representations for the 
achievement and maintenance of competitive UK energy prices, with particular emphasis 
on the case for electricity intensive users. The CBI therefore viewed with concern the reports 
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of possible price increases for industrial users resulting from the revised external financing 
limits for the gas and electricity industries announced in the Chancellor’s Autumn Statement. 
Having achieved a degree of recognition within Government circles of industry’s requirement 
for competitive energy prices, users were looking forward to, and in the case of electricity 
had good reason to expect, a continued period of price stability as a contribution to sustained 
economic recovery. Price increases imposed for reasons other than the respective supply 
industry’s perception of requirements can be ill-afforded at the present time. 

4. We note that in the event the British Gas Corporation has been able to extend its 
price freeze for industrial contract consumers for a further three month period until 31 
March 1984. This move is clearly to be welcomed. 

5. We also note that the Electricity Council has now recommended a 2 per cent increase 
for domestic and small business users and a standstill on industrial tariffs from 1 April 
1984. While we welcome the standstill for general industrial users, the CBI will maintain 
its campaign on behalf of electricity intensive users for a reduction in their prices in order 
to get them, and the industries dependent upon them, on a competitive footing. 

23 January 1984 



Extract from CBI Report on European Industrial Energy Prices as at October 1983 

Explanatory Note for Select Committee on Energy 

The figures contained in this report relate to European industrial energy price comparisons, 
predominantly for large users, as at October 1983. This is the second annual exercise carried 
out by the CBI following the two NEDC Energy Task Force Reports of 1981. Exactly 
the same approach has been adopted as on the previous occasion and indeed in the Task 
Force exercises — examining the available information from both industrial energy consumers 
and energy suppliers. The co-ordination has been carried out by the CBI. 

The principal difference from last year’s report is a considerably condensed section on 
oil prices concentrating on the product of major interest to most industrial users — heavy 
fuel oil. This change has been undertaken in order to minimise the administrative burden 
of preparing detailed information on a range of oil products some of which were of limited 
interest. 

It is acknowledged that international price comparisons cannot be a precise art and there 
will be considerable variations both within and between countries for various groups of 
consumers. In practice it will doubtless be possible to find prices both above and below 
the ranges included in this report. Careful reference should be made to the footnotes to 
the graphs and tables when interpreting the figures. 

The Electricity pricing information contained in Table 1 relates specifically to the chemical 
industry but is regarded as broadly representative of the prices prevailing in most other 
process industries. Table 1 relates to generally available tariffs but as acknowledged in 
the previous report special contractual arrangements exist in a number of continental coun- 
tries for some large and intensive users which can result in significantly lower prices than 
those indicated. 

All the price data in this report have been converted to the sterling equivalent at the 
exchange rate prevailing on 30 September 1983 as 1 October 1983 was a Sunday when 
exchanges were closed. In the case of the historical data in the oil graphs the respective 
end quarter exchange rate was used. Fluctuating exchange rates inevitably complicate inter- 
national comparisons and Chart 7 plots the movement in sterling against an index of EMS 
currencies over the last four years. 

23 January 1984 



ELECTRICITY PRICES TO THE CHEMICAL INDUSTRY 

This note provides a comparison of electricity tariff prices in the industrial EEC countries. 
The prices shown are ‘annualised’ figures based on tariffs applicable on 1 October 1983 
and with the continental EEC prices converted to sterling at exchange rates ruling on 30 
September. 
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In those countries which have not adopted a unified or national system of charging a 
range of prices will usually exist. However, where a single price is shown for any load 
this is thought to be reasonably representative of prices generally paid by chemical industry 
consumers. 

The prices in the main table, and the rather extensive footnotes which are necessary 
to explain their basis and other important factors, were agreed by the Electricity Council 
and the Chemical Industries Association. 



Table 1 

Prices from Selected Utilities in the EEC at 1 October 1983 
AM prices in pence/kWh 



Load & 
Load Factor 


England* 
& Wales 


Belgium 


France 


Germany 


Italy 


Netherlands 


1 MW, 40% 


3.53 


3.66 


2.90 


4.12-4.75 


4.63 


4.35 


60% 


3.33 


3.40 


2.66 


3.49-3.94 


4.36 


4.06 


80% 


3.22 


3.26 


2.47 


3,04-3.61 


2.75 


3.91 


4 MW, 40% 


3.51 


3.51 


2.88 


3:96-4.44 


4.20 


4.15 


60% 


3.31 


3.08 


2.63 


3.27-3.80 


3.90 


3.66 


80% 


3.21 


2.77 


2.44 


2.84-3,50 


2.25 


3.18 


10 MW, 40% 


... 3.06t 3.38 


3.53 


2.49-1 2.58 


3.84 


4.11 


4.09 


60% 


... 2.67t 3.21 


2.95 


2.311 2.39 


3.20 


3.79 


3.04 


80% 


... 2.67t 3.11 


2.66 


2.141 2.20 


2.79 


2.21 


2.72 


40 MW, 40% 


2.65t 


3.25 


2.49t 2.56 


3.63 


3.63 


4.02 


60% 


2,62t 


2.76 


2.311" 2.37 


3.04 


3.38 


2.74 


80% 


2.61t 


2.52 


2.14+ 2.17 


2.65 


1.84 


2.27 


Exchange Rate 
at 30.9.83 


1.000 


79.95 


11.965 


3.94 


2.385 


4.405 



* For South of Scotland Electricity Board prices see footnote 6. 
t See footnote 4. 



Footnotes 

1 Tariffs employed 
England & Wales : 

For consistency with the previous CBI comparison, tariffs employed at 1 and 4MW are 
for NORWEB, at 10MW for NEEB, and at 40MW for YEB. These Supply Authorities 
have a reasonable concentration of chemical plants, and prices within the range of all indus- 
trial Area Boards. 



Belgium, France and Italy: 

Prices have been calculated using the unified or national system of tariffs. 

Germany : 

A wide variation in prices exists but 60 per cent of the chemical industry’s consumption 
is supplied by RWE which covers the Ruhr area. The remaining chemical industry demand 
is spread amongst a number of other utilities whose tariffs are generally higher than those 
in RWE. At the 1 and 4MW level prices are shown as a range from those found in RWE 
to those in HEW, a relatively high priced industrial utility supplying the region around 
Hamburg. At the 10 and 40MW levels prices are for RWE with appropriate recognition 
of the higher voltage of supply at 40MW, although both lower and higher prices than 
those shown may be found. 

Netherlands : 

Prices shown are those for PEN which supplies the area around Amsterdam. Lower prices 
can be found in the Limburg region, but somewhat higher prices apply around Rotterdam, 
for example. 
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2 Voltages of Connection (kV) 



1MW 


11 


10/15 


5/30 


10/30 


50 


10 


4MW 


11 


10/15 


5/30 


10/30 


50 


10 


10MW 


33 


36/70 


60/90 


10/30 


50 


10 


40MW 


132/33 


150 


60/90 


110 


50/100 


10* 



* In some utilities in the Netherlands the 40MW load may be connected at 25kV in which case 
slightly lower prices would apply. 

3 Load Patterns 

Prices have been calculated using an ‘average’ load pattern derived from a sample of 
fifteen large chemical works. The average parameters were a 27MW load with a load factor 
of 76^ per cent (6,700 hours utilisation). Consequently, the load pattern may not always 
be appropriate at the lower loads and load factors in which case somewhat different prices 
to those shown in the Table would apply. 

4 Load Management 

The derived load pattern as found in England and Wales demonstrates some modulation 
of load by consumers in response to the conventional tariff features in order to obtain 
a reduction in price. Modulation of loads for this purpose will be a feature of user behaviour 
in other countries, and, to the extent that the E & W load pattern does not reflect the 
response of continental consumers to their tariffs, further slight savings in relation to the 
tabulated prices may result. 

In England & Wales and France load management arrangements are generally available 
for the loads shown, as an option to the standard tariffs. These allow savings to be made 
if load can be shed in response to a request by the Supply Authority. Prices resulting from 
such arrangements are shown boxed in the Table. 

(a) England and Wales 

Three load management schemes are in use with varying degrees of operational or contrac- 
tual imposition and potential for price reduction. At the 40MW level consumers will gener- 
ally take their supplies under contracted consumer terms and consequently these are the 
only prices relevant at this load. At the 10MW level a little over 60 per cent of consumption 
by the chemical industry is under contracted load terms and a further 10 per cent under 
Category A/B load management terms. Accordingly tabulated load management prices at 
this level show contracted load prices at 60 per cent and 80 per cent load factor, but Category 
A/B prices at the 40 per cent load factor where contracted load arrangements could not 
apply. 

Prices paid by load management consumers will depend upon their response to load 
mnagement warnings. Contracted load prices are calculated assuming the average “as found” 
response by consumers in England and Wales, but prices could be within the following 
range at the 40MW level. 

pencejkWh for 40MW load Response to notifications 

at load, factor of Maximum Mode Minimum 

40% 2.50 2.65 2,82 

60% 2.46 2.62 2.78 

80% 2.43 2,61 2.75 

If operation under load management terms is uneconomic or impractical for the consumer 
(only 3 out of 23 chemical plants in England and EWales with maximum demands over 
1 5MW in 1982-83 did not take contracted consumer or similar terms) prices for a 40MW 
load would be some 2 per cent below those quoted at the higher end of the 10MW price 
range. 

Cb) France 

In France the EJP tariff provides a load management option to the conventional tariff. 
However, this arrangement is considerably more onerous in its operating criteria than load 
management arrangements in England and Wales. The CIA’s information is that 8 of the 
40 large consumers who have opted for the EJP tariff are from the chemical industry, 
although the duration of the interuption to supply is so long that virtually all chemical 
consumers opting for this tariff are unlikely to respond fully to the EJP features. The prices 
shown in the Table have therefore been calculated for a response which results in the same 
loss of production as in the average ‘as found’ response in England and Wales. For compara- 
tive purposes details are also given below for a full response and no response. 
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pence jk Wh for 40 M W load 
at load factor of: 



40% 

60% 

80% 



Response to EJP tariff notifications 
Comparable 



Full production No 

reduction loss to E&W reduction 
1.54 2.49 2.58 

1.47 2.31 2.39 

1.42 2.14 2.22 



5 Special Terms 

In addition to the load management arrangements described above the CIA have drawn 
attention to mechanisms in the German Tariffs which allow lower prices to be achieved 
if demand can be decreased during designated hou s. This can result in prices for mid-range 
load factor loads being reduced to those for loads with the highest utilisations. The Electricity 
Council understands that the operation of such tariff features in the RWE area requires 
demand to be reduced for around 1,000 hours per annum, but the CIA indicate that in 
other parts of Germany the period is considerably less. Similar arrangements are thought 
to apply in parts of the Netherlands and possibly Belgium. 

In France it is noted that a consumer with a load of exactly 40MW may subscribe for 
a slightly higher demand and thus receive the tariff for loads in excess of 40MW, or loads 
connected at 220kV. Prices under this tariff would be some 6 per cent less than those 
shown in the table at 40MW. 



Table 2 



Foundry Coke Prices end September 1983 



ex oven list prices 



Country 

GERMANY 

AUSTRIA ... 
BELGIUM ... 
FRANCE ... 
ITALY 

NETHERLANDS 
SWITZERLAND 
GREAT BRITAIN 



Price Sterling 
.. 103.15 

99.43 
93.10 
78.00 
104.01 

124.14(a) 1 19.66(6) 
118.12 
100.30 



Notes 

(a) Imported from Germany 

(b) Imported from France 
Exchange rate prevailing at 27/9/83 



Table 3 

European Industrial Gas Price Ranges 
Prices Effective from 1 October 1983 
Load Sizes 1 to 10m.th./an. 



Firm Gas 

Great Britain 


Price Range 
pjtherm 

30.0-30.3 


Belgium 


30.5-33.0 


France 


27.4-30.1 


W. Germany (a) 


28.9-32.0* 


0) 


38* 


Netherlands 


27.4-28.7 


Italy 


31.5-33.4 


Interruptible Gas 
G reat Britain 


Mid Range 
pjtherm 

25.5 


Belgium 


27.2 


France 


27.7 


West Germany 


27.9* 


Netherlands 


Not 


Italy 


applicable 

30.0 



* See notes over. 
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NOTES TO TABLE 3 
1 . General 

The tables have been agreed following consultations with the British Gas Corporation 
and a number oflarge industrial users. 

The prices are in general applicable to loads in the range 1 to lOm.th.p.a. The interruptible 
prices are mid point figures within a range. 

The exchange rates are taken as those prevailing on 30 September 1983. As noted in 
previous reports exchange movements can have a significant effect when comparing prices 
on a common currency basis. 

2 Great Britain 

For gas turbine industrial CHP schemes alternative supply and pricing arrangements may 
apply, details of which are available from the British Gas Corporation. 

3 Belgium 

The prices shown have been calculated from the tariff for a consumption of 2m.th.p.a. 
The range of prices is derived from variations in load factor and premium factor. For 
a high load factor, low premium factor load the bottom price would apply ; for a low 
load factor, mid range premium factor load the top price would apply. 

In the case of interruptible gas the price shown is for the fully interruptible tariff. 

4 France 

The range for firm gas reflects variation for load size, load factor and location. 

5 Germany 

(a) The prices shown are for low sulphur heavy fuel oil related contracts. 

(b) Prices shown reflect the average price for the larger loads supplied on a gas oil linked 
basis or at a high premium over low sulphur HFO prices. 

Information from the steel industry indicates that interruptible prices for their sector 
tre somewhat lower than in the table with a mid range figure of 26p. 

6 Netherlands 

Firm prices are for consumption bands 3.3-17m.th.p.a. and 0.34-3 3m. th.p.a. respectively. 
Interruptible supplies for industrial users are not available. 

7 Italy 

Firm prices shown are for consumption bands in excess of 9.1m.th.p.a. and 
l,l-9.1m.th.p.a. respectively. 
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APPENDIX 11 

Submission by Pilkington Brothers PLC 

Further to my telephone conversation with Mr Paul Evans, I am enclosing some informa- 
tion which I hope may be of interest to the Committee in their deliberations on the matter 
of gas and electricity prices. Mr. Evans mentioned that evidence which dealt with the com- 
parative rates of increase in the prices of these commodities, in a number of countries 
over recent years, might be of some value. Accordingly, the information which I am sending 
covers the prices for natural gas in the UK (firm and interruptible supplies), in West 
Germany, and in Australia, and electricity prices in those countries, plus Sweden, where, 
of course, natural gas is not available. On a separate document we have expressed the 
same information in a graphical form, which, I hope, may also be of value. 

I must emphasise two or three points very strongly to avoid the possibility of a misunder- 
standing. First, we have made no attempt to convert the overseas rates into Sterling terms, 
as variations in exchange rates could distort results. You would, of course, be free to effect 
this conversion yourselves using your own conversion factors. Secondly, the prices have 
been expressed as indices and, with the exception of Australia, the information shows price 
trends since 1977, using 1979 as the base year for electricity and 1980 as the base year 
for natural gas. Unfortunately, our Australian company were unable to provide prices going 
back to 1977. Finally, the graphs do not show relative prices, merely the price changes 
that have been incurred, and the graphs could be misleading unless this is clearly under- 
stood— for instance, you will note that our German subsidiary contrives to record natural 
gas prices per k JVh, which is an unusual concept, to say the least. 

I very much hope that this information will be of assistance to the Committee. If you 
need further information, or if we can be of service in any other way, please do not hesitate 
to let me know. 

B D MILLNER 

Adviser on Government Liaison 
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TRENDS IN GAS AND ELECTRICITY PRICES OVER THE PERIOD 1977-83 
Natural Gas Prices 
UK— Firm Gas (St Helens area) 



Year 


Price per Therm 


Index 

(1980 = 100) 


1977 


15.10p 


64 


1978 


16.54p 


70 


1979 


16.90p 


72 


1980 


23.50p 


100 


1981 


29.00p 


123 


1982 


29.83p 


127 


1983 


30.00p 


128 



Notes: the above prices are for quantities in excess of 25,000 therms per annum. 



UK — Interruptible Gas (St Helens area) 



Year 


Price per Therm 


Index 

(1980 = 100) 


1977 


13.89p 


71 


1978 


13-10p 


67 


1979 


I2.80p 


66 


1980 


19.50p 


100 


1981 


24.25p 


124 


1982 


25.33p 


130 


1983 


25.50p 


131 



Notes : these are average prices and have been calculated on the assumption that usage throughout 
the year was at a uniform rate. 



Germany — Witten Works of Flachglas 



Year 


Price per kWh 


Index 


w.e.f. 


DM 


(1980 = 100) 


1.1.77 


0.01990 


88 


1.1.78 


0.02082 


92 


1.1.79 


0.02174 


96 


1.1.80 


0.02266 


100 


1.1.81 


0.02833 


125 


1.1.82 


0.04069 


180 


1.1.83 


0.03764 


166 


1.1.84 


0.03875 


171 



Notes: above figures are based on, and related to, an annual usage of 190 x 10 6 kWh per 
annum. 



Australia — works at Dandenong 



Date 


Cost per GJ 


Index 


w.e.f. 


$ 


(1980 = 100) 


1.7.80 


0.988 


100 


1.7.81 


1.096 


110 


1.1.82 


1.233 


125 


1.7.82 


1.335 


135 


1.10.82 


1.745 


177 


1.1.83 


1.678 


170 


1.7.83 


2.057 


208 



Notes: above figures are based on, and related to, a typical monthly consumption of 140,000 
GJ/month. 
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Electricity Prices 
UK (St Helens area) 



Year 


Cost per kWh 


Index 

(1979 = 100) 


1977 


1.707p 


81 


1978 


1.91 lp 


91 


1979 


2.l06p 


100 


1980 


2.549p 


121 


1981 


3.04p 


144 


1982 


3.387p 


161 


1983 


3.35p 


159 



Notes : these are average prices and have been calculated on the assumption that usage throughout 
the year was at a uniform rate. 



Australia — works at Dandenong 



Date 


Cost per kWh 
cents 


Index 

(1979 » 100) 


1.10.79 


2.37 


100 


26.1.80 


2.45 


103 


22.9.80 


2.80 


118 


22.9.81 


3.36 


142 


Sept 82 


3.88 


164 


5.9.83 


4.274 


180 



Notes: the above are average figures calculated on a typical monthly demand of 4,240 kW and 
usage of 1,985,600 kWh per month. 



W Germany — Gladbeck Works of Flachglas 



Date 


Cost per kWh 


Index 


w.e.f. 


DM 


(1979 = 100) 


1.1.77 


0.0735 


92 


1.1.78 


0.0790 


99 


1.1.79 


0.0801 


100 


1.1.80 


0.0802 


100 


1.1.81 


0.0880 


110 


1.1.82 


0.1209 


151 


1.1.83 


0.1258 


157 


1.1.84 


0.1300 


162 



Sweden (Halmstad Works) 



Year 


Cost per kWh 


Index 

(1979 = 100) 


1977 


12.4 ore (incl tax of 2 ore) 


73 


1978 


14.4 ore (incl tax of 2 ore) 


85 


1979 


17.0 ore (incl tax of 2 ore) 


100 


1980 


14.3 dre (no tax levied in 1980) 


84 


1981 


16.8 ore (incl tax of 2 ore) 


99 


1982 


18.4 ore (incl tax of 3 ore) 


108 


1983 


20.0 ore (prelm fig incl 3 ore tax) 


118 



Notes: these are average figures for the calendar year. Unit prices in the May-August period 
are invariably 2-3 ore lower than in the rest of the year. 
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APPENDIX 12 

Submission by Calor Gas Northern Ireland Limited on the effect of the UK subsidy on Northern 

Ireland electricity price 

The decision that Northern Ireland Electricity prices should be no higher than the prices 
charged for Electricity within the rest of the United Kingdom, was announced by the Prime 
Minister in Belfast in March 1981. This has resulted in Northern Ireland Electricity prices 
being held at a tariff similar to that charged by the London Electricity Board. 

This policy has involved a subsidy which is currently running at over £60,000,000 per 
annum which represents a figure of over 1 p/kWh for all Electricity supplied in the Province. 

90 per cent of Electricity generated in Northern Ireland is produced from Oil whereas 
over 70 per cent of Electricity generated in the rest of the United Kingdom is now produced 
from Coal, so that the Northern Ireland Tariff does not reflect the actual higher cost of 
production in the Province. 

This policy has caused a significant change in the competitive position of other fuels 
in Northern Ireland. 

The attached table and graph gives the competitive position between Cylinder Gas and 
Standard Rate Domestic Electricity since April 1976. Apart from a short-term anomaly 
between January and April 1980 during a period of very rapid price increase, the table 
shows a fairly consistant competitive relationship between the two products until the March 
1981 policy was fully implemented in April 1982. During this period Cylinder Gas was 
on average 36.9 per cent cheaper than electricity. Since April 1982 however a distinct change 
has taken place and the price advantage has fallen by steps to a current level of 22.7 per 
cent. Our experience over the years has shown a serious deterioration in our competitive 
position once the differential with electricity drops below 20 per cent and this will certainly 
happen if the subsidy is maintained. 

This change has not been the result of market forces but of “state aid” in the form 
of a subsidy which has, and will, increasingly distort competition. As such it is doubtful 
whether this subsidy, if notified, would be accepted by the EEC Commission as complying 
with Article 92 of the EEC Treaty. 

Calor in Northern Ireland has built up a very substantial cylinder market for both heating 
and cooking and we estimate that 35 per cent of all homes in the Province use Cylinder 
Gas for heating and 20 per cent for cooking. 

To achieve this market position Color has made a substantial investment in the necessary 
distribution infrastructure. The change that is being made to the competitive position is 
already restricting the cylinder gas consumption in favour of the subsidised product. This 
reduced consumption and the resulting underutilisation of assets is bound long term to 
result in higher cylinder gas prices and a further deterioration in the competitive position. 

The comparisons that have been made, have been with Standard Rate Domestic Electri- 
city. However, we have reason to believe that the Economy 7 night rate price of 1 .90p/kWh, 
which is being actively promoted in Northern Ireland, is actually below the marginal cost 
of production. 

Because of the link that has been established between the Northern Ireland Electricity 
Tariff and the highest Board Tariff within Great Britain and the size of the subsidy involved, 
Northern Ireland is a most important consideration in the Inquiry into Electricity prices 
in the United Kingdom. 



R F L Davies 

Chairman, Calor Gas Northern Ireland Limited 
16 January 1984 
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NORTHERN IRELAND 





Electricity 


Color Kosangas 11.34 kg Cylinder 




Domestic 


RRP 


At 


Cheaper 




Standard 


per 


13.666 


titan 




Rate 


fill 


k Whl kg 


Electricity 




pjkWh 


£ 


p/k Wh 


<y 

/o 


April 1976 


2.60 


2,33 


1.50 


42.3 


September 


2.60 


2.47 


1.59 


38.8 


December 


2.60 


2.59 


1.67 


35.8 


April 1977 


2.90 


2.76 


1.78 


38.6 


April 1978 


3.10 


2.76 


1.78 


42.6 


December 


3.10 


3.05 


1.97 


36.5 


April 1979 


3.30 


3.05 


1.97 


40.3 


June 


3.30 


3.30 


2.13 


35.5 


September 


3.40 


3.30 


2.13 


37.4 


October 


3.40 


3.60 


2.32 


31.8 


January 1980 


3.40 


4.30 


2.77 


18.5 


April 


4.65 


4.60 


2.97 


36.1 


July 


4.65 


4.85 


3.13 


32.7 


August 


5.10 


4.85 


3.13 


38.6 


March 1981 


5.10 


5.35 


3.45 


32.4 


May 


5.30 


5.35 


3.45 


34.9 


October 


5.30 


5.57 


3.59 


32.3 


April 1982 


5.47 


5.57 


3.59 


34.4 


September 


5.47 


5.96 


3.85 


29.6 


January 1983 


5.47 


6.25 


4.03 


26.3 


July 


5.47 


6.55 


4.23 


22.7 



APPENDIX 13 

Correspondence between the Association of British Chambers of Commerce and the Secretary 

of State for Energy 



(i) Letter from the Association’s Director-General, Mr Tony Newsome, to the Secretary 
of State on 16 November 1983. 

(ii) Letter from Mr Walker to Mr Newsome on 8 December 1983. 

(iii) Letter from Mr Newsome to Mr Walker on 16 December 1983. 

(iv) Letter from Mr Walker to Mr Newsome on 13 January 1984. 

(v) Letter from Mr Walker to the President of the Sheffield Chamber of Commerce, 
Mr Allen Goodall, on 7 December 1983. 

(vi) Letter from Mr Goodall to Mr Walker on 11 January 1984. 

(i) I am writing on behalf of the ABCC’s 86 affiliated Chambers of Commerce and In- 
dustry to express their deep concern about the Cabinet’s recent decision to impose financial 
targets on the gas and electricity supply industries which will result in average tariff increases 
next year of 5 per cent and 3 per cent respectively. 

Member firms have reacted sharply and angrily to the prospect of further increases in 
energy costs on the proposed scale and, indeed, on the available evidence, see no justification 
for increases of any sort for gas or electricity before 1985. 

Industry and commerce are still acutely aware of the burden of the last massive price 
increases which, in the case of the British Gas Corporation, resulted in an operating profit 
last year of some £663 million in addition to the payment to the Government of a levy 
of £470.5 million. As was recently pointed out in the press, profits for the gas monopoly 
were greater than those of the highly successful ICI, Beecham and Marks & Spencer com- 
bined. Nor, given the level of its own operating profits at £868 million last year, is the 
electricity supply industry short of funds. In the absence of clearer explanation of the Govern- 
ment’s energy pricing policy, consumers can be forgiven for believing that the gas and 

electricity industries should now be cutting charges, not putting them up. 
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Both corporate and domestic consumers now find it increasingly difficult to comprehand 
how the Government’s main declared objectives of minimal inflation and lower taxation 
can be reconciled with “directives” to the gas and electricity supply industries to inflate 
their profits for the benefit of the Treasury beyond levels which most would regard as 
already embarrassingly high. It is also difficult to comprehend how this practice can provide 
any incentive to the energy industries to contribute to that other major Government objec- 
tive, namely improved efficiency. Moreover, many consumers are ceasing to regard higher 
energy costs as evidence of that well worn slogan “the inefficient nationalised industries”, 
and are now seeing them as more akin to increases in direct taxation. 

Chambers of Commerce and their members are fully conscious of the need for improved 
competitiveness in British industry and have already echoed Government pronouncements 
on this subject. Chambers have, however, made clear on many occasions that their members 
regard public sector charges as an important component of their costs and, of course, one 
over which they have little control. In the case of energy they readily understand the benefits 
of conservation practices and the savings to be made on this account — but this is clearly 
something quite separate from the present issue of tariff increases. 

The fact of the matter is that we are convinced that stable public utility charges will 
be a major factor in achieving moderate wage demands and reducing inflationary pressures 
during 1984. 

We hope that these points will be of assistance to you in impressing upon your Cabinet 
colleagues the concern felt by industry and commerce that the Government should now 
be making every effort to ease the external cost burden on both corporate and domestic 
consumers if both low inflation and sustained economic recovery are to realised. 

You will already have received a telex concerning gas and electricity tariffs from the 
Sheffield Chamber of Commerce, copied to the Prime Minister and the Chancellor of the 
Exchequer. I am, therefore, sending copies of this letter to the Prime Minister, the Chancellor 
of the Exchequer and the respective Chairmen of the British Gas Corporation and the 
Electricity Council. 

16 November 1983 



(ii) Thank you for your letter of 16 November about gas and electricity prices. 

Contrary to the impression you may have gained from the press, pricing decisions are 
a matter for the industries concerned : the Government has no powers to set the industries’ 
tariffs. I understand that neither the British Gas Corporation nor the Area Electricity Boards 
have yet taken any final decisions on prices for the next year ; any increases will be announced 
by the industries in the usual way, and after consultation with the respective Consumers’ 
Councils. 



Gas and electricity prices must reflect the cost of providing a supply on a continuing 
basis, and the need for the industries to earn a reasonable return on the huge public invest- 
ment in them, which now amounts to some £45 billion. These principles underlying the 
pricing of gas and electricity have been accepted and re-affirmed by successive Governments. 

Profits need to be measured in relation to the size of the business concerned and the 
nation’s investment of capital in them. In 1982-83, British Gas retained a post tax-profit 
of £188 million and the electricity supply industry made a net profit of £332 million. As 
a return on the considerable volume of national assets invested in the industries — now some 
£45 billion — these profits are certainly not excessive: they represent a return on average 
total net assets of 1.6 per cent and 1.0 per cent respectively. It is important for the develop- 
ment of their business that the industries should earn a reasonable return on capital; the 
need for an adequate return has been recognised by successive Governments. 



The Govemments’s successful fight against inflation, and close attention to efficiency 
and costs, have helped and will continue to help hold down prices and achieve a proper 
return to the taxpayer. Low increases in the price of coal have recently been announced 
and this is vital for competitive generation of electricity. I expect that any increase in in- 
dustry’s gas and electricity costs next year will again be below the rate of inflation. 



There has been much misunderstanding of the purpose of the levy. BGC will continue 
to purchase some gas from early North Sea discoveries, which are exempt from Petroleum 
Revenue Tax (PRT), at well below its current market value. If the Government had taken 
no action BGC would, as a result, have made large unearned profits. The Government 
„ . therefore, decided,, to, introduce a levy to transfer this windfall from British Gas to the nation 
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as a whole, in much the same way as PRT does for oil and newer gas supplies. The levy 
has had no effect on prices, since the Government reduced BGC’s financial target specifically 
to take account of its introduction. 

I take seriously industry’s concern to preserve and enhance its competitiveness. The 
Government together with the gas and electricity industries have taken a number of measures 
to assist industry with energy costs in recent years. On electricity, the price standstill in 
April 1983, has meant that average UK prices have not increased since April 1982. Load 
management schemes have been introduced offering substantial price reductions especially 
for larger users. Contract renewal gas prices have risen by only 3^-4 per cent since the 
end of* 1980, and have been frozen until the end of this year, while the duty on heavy 
fuel oil has been frozen for the last three years. 

8 December 1983 



(iii) Thank you for your letter of 8 December about gas and electricity prices, in reply 
to mine of 16 November. 

As you might imagine, we can hardly be satisfied with the outcome on gas prices, but 
the purpose of this letter is to say that we very much take on board the statement in 
your second paragraph that “pricing decisions are a matter for the industries concerned”. 
Our members this morning are naturally concerned at the reports that the Cabinet yesterday 
agreed to apply some form of indirect pressure on the Electricity Council to oblige it to 
raise its prices, without recourse to legislation, which would clearly be the proper constitu- 
tional approach. We have noted that those reports indicate that prices to industry may 
remain frozen over the next year. 

In view of the Electricity Council’s belief that it can meet the Government’s financial 
targets without raising its prices at all, this letter is to assure you of this Association s 
vigorous support for all you can do to ensure that the Electricity Council does not increase 
its prices to industry. I need hardly add that if the reports in this morning s papers prove 
to be ill-founded, and electricity prices to industry do rise next year, the members of the 
Chambers affiliated to this Association will be very displeased indeed. 

I am copying this letter to the Prime Minister, the Chancellor of the Exchequer and 
the Chairman of the Electricity Council. 

16 December 1983 



(iv) Thank you for your letter of 16 December about electricity prices. 

As I made clear to Parliament, I have suggested to the electricity supply industry that 
the best approach to industrial electricity prices next year might be for any broad changes 
to reflect only changes in power station fuel costs, and that this could take place without 
changes in industrial tariffs. This could be expected to give continued price stability to 
industry. However I re-emphasise that the industry will make its own decision. 

13 January 1984 



(v) The Chancellor of the Exchequer has asked me to reply to your telex of 1 1 November, 
concerning energy prices to industry. 

Contrary to the impression you may have gained from the press, pricing decisions are 
a matter for the industries concerned ; the Government has no powers to set the Industries 
tariffs I understand that neither the British Gas Corporation nor the Area Electricity Boards 
hav« vet taken any final decisions on prices for the next year ; any increases will be announced 
by The industries ^in the usual way, and after consultation with the respective Consumers 

Councils 
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>asis, and the need for the industn^ jo 
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is vital for competitive generation of electricity. I expect that any increase in industry’s 
gas and electricity costs next year will again be below the rate of inflation. 

I take seriously industry’s concern to preserve and enhance its competitiveness. The 
Government together with the gas and electricity industries have taken a number of measures 
to assist industry with energy costs in recent years. On electricity, the price standstill in 
April 1983, has meant that average UK prices have not increased since April 1982. Load 
management schemes have been introduced offering substantial price reductions especially 
for larger users. Contract renewal gas prices have risen by only 3^-4 per cent since the 
end of 1980, and have been frozen until the end of this year, while the duty on heavy 
fuel oil has been frozen for the last three years. 

It is very difficult to make meaningful comparisons of UK gas and electricity prices 
with those in other countries. Exchange rate movements in particular can change the picture 
rapidly. However the evidence from the CBI survey in February and subsequent information 
is that UK gas and electricity prices generally compare well with those elsewhere in Europe. 
The Government has pressed the European Commission to investigate pricing policies and 
practices in Member State of the Community and this is now in train. 

7 December 1983 

(vi) Thank you for your letter of 7 December 1983, which was referred to the Council 
of this Chamber. 

Council noted your comments to the effect that “Government has no powers to set the 
industries’ tariffs”, but by the date of the Council meeting, further publicity appeared to 
confirm our fears that the Treasury is set upon raising revenue from what is tantamount 
to an energy tax and thereby increasing indirectly the tax burden upon industry. 

My Council deplores the apparent interference by the Treasury and strongly supports 
your attempts to contain increased costs through efficiencies within the industries, in line 
with the action that manufacturing industry is compelled to take in competitive markets. 

My members again commented upon the costs of bulk supplies of electricity which con- 
tinue to contribute to an adverse cost structure for the basic materials and packaging for 
manufactured goods and reduce the international competitiveness of UK production. 

1 January 1984 



APPENDIX 14 

Letter from the Chairman of the John Williams Group of Companies 
to the Clerk of the Committee 

I understand that the Select Committee on Energy is currently investigating prices and 
price rises of our fuel supplies. 

We have an iron foundry in Cardiff supplying the automotive industry in the UK and 
Europe with sales of approximately £5 million per year and rising, with electricity costs 
in excess of £500,000 per annum. 

We feel that we are put at a disadvantage by the South Wales Electricity Board compared 
with foundries supplied by the Midlands Electricity Board insofar as we are being charged 
approximately 6 per cent more for our electricity than would be charged by the Midlands 
Electricity Board. The Electricity Industry seems to have wide fluctuations through different 
regions compared with the policy of the Gas Industry which appears to have a relatively 
constant price across the UK. 

Being a Welsh Company we cannot allow this opportunity to pass without also noting 
that the price of water is about 20 per cent higher in Cardiff than it would be in the 
Midlands! 



Yours sincerely, 



David L Williams 

Chairman and Managing Director 
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APPENDIX 15 

Memorandum Submitted by the Society of British Gas Industries 

The Society of British Gas Industries’ representation of the private sector of the gas 
industry in the UK includes all the major gas domestic appliance manufacturers of gas 
cookers, fires, water heaters and wall heaters as well as central heating boilers and warm 
air units. 



Off Peak Electricity Pricing 

We are concerned about the pricing of off peak electricity in comparison with gas since 
both of these fuels are used for domestic central heating. 

In the early ’70’s off peak electricity was sold at prices which became lower and lower 
fractions of the standard domestic price. This led to a large increase in the market for 
Electric Storage Radiators (ESR’s). 

In 1974, off-peak tariffs were radically increased and the “midday” boost needed to top 
up ESR’s was discontinued. Sales of ESR’s fell from more than 800,000 units/year to less 
than 50,000 units/year, and there was a large and sudden rise in gas central heating appliance 
sales which led to some import penetration. 

Changes in gas prices relative to the other fuels, especially electricity, affect the sales 
of gas appliances. The large increases in gas prices in recent years has partly resulted in 
the revival of sales of ESR’s as shown. 



1980 

1981 

1982 

1983 



75,000 

194.000 

358.000 

500.000 (estimate) 



The success of the ESR’s in gas supply areas directly hits gas central heating and wall 
heater sales and indirectly gas cookers, fires and water heaters. In any event, large changes 
in markets are not conductive to sensible and planned appliance market development and 
we are concerned that this may happen again. 



Economic Pricing 

The argument being used is that “economic pricing” is best achieved by basing energy 
prices on long run marginal costs (LRMCs). To quote Lex in the FT. “In a competitive 
environment a business that tried to raise its prices to produce a “normal” margin over 
its highest marginal cost would rapidly find itself undercut by rivals” ... “if future contracts 
were expected to be cheaper, on occasion, as well as dearer, the absurd outcome could 
be gas tariffs shooting up and down erratically”. 

The Electricity Supply Industry 1983 medium term plan indicated that the tariff policy 
will be developed so as to relate the structure of prices to the structure of the industry’s 
costs which assumes that prices charged for peak and off peak usage are properly related 
to relevant costs of supply. 

With reference to the year 1982-83, the reports of the ESI and CEGB indicate that total 
nuclear generated electricity supplied was 29.1 TWh of which we estimate around 7 TWh 
was used as off peak energy. 

Total off peak sales of the ESI was 13.7 TWh, of this 6.7 TWh were fossil fuel generated. 

We understand that the present policy of the ESI is to sell off peak electricity at the 
marginal cost of operation, ie recovery of fuel costs plus variable overheads, we would 
therefore estimate off peak cost of supply at : 

Nuclear Fossil 



Inclusive Fuel Cost 

Repair and Maintenance 
Previous year accounting 

Marginal cost per KWh... 



1.4249 

0.1642 

0.0163 

1.6054 



1 .9934 
0.2328 



2.2263 



At our estimated split of nuclear/fossil fuel, off peak cost will be 

J— x 1.6054 + x 2 - 2262 = L7953 P/ KWh 

13.7 13-7 

This compares reasonably with a 1982-83 average off peak cost of around 1.9 p/KWh. 
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We would however question the validity of the current merit order switching arrangement 
under which nuclear generators are the first in line to supply off peak electricity on the 
basis that these are the lowest cost generators. This strategy is regrettably the least efficient 
option from the energy conservation viewpoint since nuclear station generators are consider- 
ably less efficient than conventional fossil fuel stations. We thus have the situation where 
we import all our nuclear fuel, of which only around 27 per cent is converted and a large 
proportion of the resulting electricity is sold at marginal costs. 

We feel that a more sensible balance between economics and conservation would be 
achieved by revising the ‘merit order switching 5 arrangements ; increasing off peak consump- 
tion as projected by the ESI will consume greater quantities of imported nuclear fuel used, 
in the main, to generate electricity to be sold at marginal costs only. 

Also of concern is the possibility of a repeat of the 1974 situation when off peak tariffs 
were substantially increased and there is a body of opinion that believes this not to be 
unlikely. An example of this is the following extract from the Electrical Review of September 
1983: 

“. . . . But the off-peak night load has grown such that the typical maximum demand 
last winter was around 40 GW and the minimum night load was about 24 GW — a massive 
60 per cent of the maximum. It would seem therefore that the present generating plant 
margin of 36 per cent over the typical maximum winter demand is responsible for the 
present attractive level of off-peak tariffs. When, as it must, the plant margin falls to a 
more reasonable figure maintenance of the cheap off-peak tariffs will present a major 
problem”. 

If this argument is valid then a substantial increase in off-peak costs/unit is inevitable 
which would lead to a substantial drop in ESR sales. It would also lead to exceptionally 
chaotic market conditions which would be to the detriment of the fuel industries, the manu- 
facturers and the consumers. 



Profits and Targets 

The recent profit performance of the fuel industries on a CCA basis is : 

1980-81 1981-82 

Gas (Profit and Levy) +£510M +£705M 

Electricity (E Council and CEGB) — £272M — £80 M 

Coal ' — £450M -£651M 



1982-83 

+ £1,187M 
+ £332M 
— £778M 



BGC made a profit in 1982-83 of £663 million, excluding the levy, which is 5.7 per 
cent return on assets against a 3.5 per cent target. It now has a 4 per cent target. Electricity 
has a 1.4 per cent target, for which no credible reasoning has been presented. 

Gas incurs both a levy (£524 million last year) and a higher financial target but its prices 
go up 4 per cent in January and electricity will probably go up 2 per cent in April. Electricity 
is mainly fuelled by subsidised coal which hardly raises its prices because of its competitive 
position in the market. 



Summary 

Gas appliances are facing increased competition from electrical appliances because of 
the energy pricing policies. Even appreciating our biased viewpoint we see no logic in the 
policies. 

Electricity’s return should be raised to 4 per cent as with gas and as its interest charges 
are dropping fast it won’t be too difficult to achieve. 

The gas and electricity industries should then be free to compete and decide their own 
prices without interference and pay dividends to Government. As future gas supply prices 
increase the gas levy should be phased out. 



APPENDICES 

APPENDIX 1 Attached as Appendix 1 is a short Paper on “Government Intervention 
in Energy Industry Pricing Policy”. 

APPENDIX 2 Attached as Appendix 2 is a Note on “Price Increases and Energy Conser- 
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